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Early Days of American Accountancy * 


By JAMEs T. ANYON 
II 


Early in the year 1887, I became a partner in the firm of 
Barrow, Wade, Guthrie & Co. along with E. H. Sewell, an 
actuary, who was later retired, and, as might be expected, I was 
pleased and proud to be raised to this position. 

The clients the firm had at this time were very few. The one 
we prized the most, and felt proud in keeping, was the New York, 
Ontario & Western Railway Co. This company was the first 
railroad in the United States to employ public accountants to act 
as auditors and to certify to the correctness of its annual state- 
ments to its shareholders. My firm has acted in this capacity 
ever since, and I believe there has never been any criticism of its 
accounting methods or any fault-finding with these statements 
on the part of its stockholders during all these years. Other 
clients we had were the Royal Insurance Co. of Liverpool; the 
British and Foreign Marine Insurance Co.; the London Assurance 
Corporation; the Sun Fire office; York Stre :t Flax Spinning Co., 
and several others. 

With this very moderate volume of bus ness as a nucleus, I 
launched out as the head of the firm on my new career as a 
practising accountant in this great United States of America, full 
of ambition, a love for my work and a determination to make 
good. I had the advantage of being a fairly good accountant, 


* The first portion of these reminiscences appeared in THE JoURNAL oF ACCOUNTANCY for 
January, 1925. 
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but the disadvantage of being an Englishman, for the people 
generally, at that time, did not take very kindly to men of this 
nationality. They were looked upon as rather slow and stupid 
and, while admittedly honest, were not considered overcapable. 
Besides there was somewhat of a national feeling of prejudice 
against Englishmen, arising I think in the old colonial days, 
which was still apparent. It was a fact, nevertheless, in spite of 
this feeling that if any real and important accounting work had 
to be done, it would in the majority of cases be given to the for- 
eign-trained accountant in preference to the native one. The 
usual explanation for this was that the giver of the work had 
greater confidence in the precision and accuracy of the work of 
the foreigner and greater faith in the honesty of his conclusions. 
This may seem rather an odd statement to make, and, while it 
was true then, it is gratifying to know that this discrimination no 
longer exists even to a slight extent in these times, as both native 
and foreign-born accountants equally represent the highest point 
of efficiency in their profession. 

By reason of the limited amount of business my firm had to 
start with, as already stated, I could not afford to engage any 
assistance in the office, beyond the employment of an office boy. 
I was, therefore, called upon to fill the several r6les and discharge 
the duties of the following offices: accountant, acting auditor, 
correspondent, cashier (this latter position did not take up much 
of my time for reasons quite obvious), firm bookkeeper, writer of 
reports, traveler, time-keeper, computer of customers’ bills for 
service and, in fact, everything but dusting the office desks, 
filling the ink stands, mailing the letters and doing other minor 
things which were the duties of the boy. 

For the whole of this service, and the fact that I was a partner, 
my salary was fixed at $208.33 a month. My total annual 
income, therefore, was salary, $2,500, and a proportion of the net 
profits of the firm, if ‘there were any; and this I had very grave 
doubts about at the time. However, it was very gratifying to 
find that at the end of the first six months, viz., June 30, 1887, the 
operations of the firm including all the departments above re- 
ferred to, resulted in a gross service credit of $4,842.08 and a net 
profit, after charging my salary of $1,250, of $2,133.50. I state 
these particulars just to show how simple and moderate the busi- 
ness of an accounting firm was in those years compared to the 
many and wonderful firms of today. 
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I now return to the fortunes and affairs of the American Asso- 
ciation of Public Accountants. It soon became known around 
New York and adjacent cities that public accountants had taken 
steps to organize themselves as an association, and a number of 
letters and enquiries very soon came forward from persons 
interested in the movement asking what were the requirements 
for membership, the entrance fees, annual dues, etc. It must not 
be considered that all these enquiries came from persons connected 
with the profession of public accounting. Some filled positions as 
head bookkeepers in mercantile and manufacturing concerns; a 
few were men who apparently had no particular status in the 
field named but evidently loved accounting for itself and liked 
to be in association with those who understood and practised it; 
while one or two were professors or teachers of bookkeeping who 
wished to be in touch with anything appertaining to the latter’s 
progress and advancement. One letter was an enquiry as to 
what the association would charge for a certain piece of accounting 
work the writer required to have done. 

All these things tended not only to give some little publicity to 
the movement, but also steadily to increase the membership of 
the association. At the date of the birth of the latter, December 
23, 1886, its members numbered some eight or ten individuals, 
but from this time forward the increase was steady and con- 
tinuous. The interest therein of these members continued un- 
abated. Each worked to do his own part, and all worked in one 
special direction, viz., to get the association in a position where it 
would be recognized as having something of a legal status. This 
was eventually accomplished, and in August, 1887, the association 
became incorporated under the laws of the state of New York 
with the name and title of ‘‘American Association of Public 
Accountants.” 

The by-laws of the association were prepared, approved 
and adjusted, officers appointed and all other things done to 
facilitate the start of the association on its new career. Its 
first president was James Yalden, New York; vice-president, 
John Heins, Philadelphia; secretary, James T. Anyon, New 
York; and treasurer, W. H. Veysey, New York. Its offices 
were in the old Equitable building, rooms 50 and 51, for 
which the association paid no rent, these offices being the ones 
rented and occupied by my firm in the regular practice of its pro- 
fessional work. 
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The first council of the association, the members of which were 
selected to regulate and conduct its affairs, consisted of the 
following zgentlemen: 


AMERICAN ASSOCIATION PuBLIC ACCOUNTANTS 
Members of first council 


James T. Anyon New York 
Louis M. Bertheil New York 
George H. Church New York 
John Heins Philadelphia 
Mark C. Merick New York 
Rodney McLaughlin Boston, Mass. 
C. H. W. Sibley New York 
William H. Veysey New York 
Walter H. P. Veysey New York 
James Yalden New York 


The by-laws of the association provided, amongst other things, 
that the membersshould bedivided into two classes, styled, respec- 
tively, ‘‘fellows’’ and ‘‘associates,’’ the fellows to have the right to 
use after their names the letters ‘‘F. A. A.” and the associates the 
letters ‘‘A. A. A.”’ to designate their degree of membership. 

It was provided that the fellows should be: (1) the original 
incorporators of the association and those who subscribed to the 
constitution and by-laws; and (2) all persons who had practised 
as public accountants continuously for three years previous to 
their admission to membership in the association. The asso- 
ciates should be all persons who obtained certificates of their 
having passed the final examination. 

The entrance fees payable by a fellow on admission were 
$100.00—one-half on admission and $50.00 on call of the council 
at any time after two months; by an associate, $75.00, viz., 
$25.00 payable on admission and the balance on call of the council 
any time after two months. 

Other provisions in the by-laws concerned the powers of the 
council, meetings of the association, examinations and so forth. 
One of the provisions appeared almost to require the council to 
make an annual inventory of members who were actually in 
public practice. It read as follows: 


The council in every January or at any other time, and in such manner 
as they may deem reasonable, shall satisfy themselves that every member 
either continues to practise as a public accountant or continues in the 
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employment of a public accountant, and on being so satisfied shall issue to 
such member a certificate of membership, for which there shall be paid 
to the council by each fellow $25.00 and by each associate $10.00. Such 
fee hereinafter styled ‘‘the annual certificate fee’’ shall be due and payable 
in January of each year, or at the date of a member’s election or admission, 
or beginning to practise, and until payment thereof no annual certificate 
of membership shall be issued. The secretary shall keep a register of the 
members of the association, which shall contain their business addresses. 


At the time of incorporation the association had thirty-one 
members of whom twenty-four were fellows and seven associates. 
This number with a few others outside who did not or could not 
join for various reasons (the main one being that the payment of 
the entrance fee for the time being stood in the way) practically 
constituted the total exponents and representatives of the pro- 
fession of accountancy at that time in this country. 

It must not be imagined, however, that all these were men in 
full professional practice connected with firms having regular 
offices, names inscribed on the door, and several assistant account- 
ants as part of their staff, as we find the case in these times. 
There were a few of this kind, but not many. The majority had 
merely desk-room in other offices with no assistants; a few had 
their offices (mainly for reasons of economy) in the back parlors 
of their homes, while one or two others did not seem to have 
any visible address anywhere but when wanted were usually on 
hand. 

It might be interesting at this point to study the character and 
standing of the men then engaged in the profession as a com- 
parison with those who practise it at this time. They can be 
divided into two classes, the first consisting of a few who stood 
out somewhat conspicuously from the rest in trustworthiness and 
proficiency, men who were imbued with the spirit of the profession 
and by thought and experience had learned and acquired all there 
was to be known in the profession as understood and practised at 
that time. The first of these I think was John Heins of Phila- 
delphia, a man who was by natural instinct an accountant, 
reliable, intense and a gentleman. George H. Church of New 
York was of the same type. James Yalden was a good account- 
ant. Mr. McLaughlin of Boston, Mr. Veysey and Mr. Haskins 
of New York possessed many sterling professional qualifications. 
There were of course a few others possessed of a certain proficiency 
and intensity whose names I need not specifically mention. 

The second class was by far the larger in number and in charac- 
ter and standing of a very mixed order. 
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With the limited amount of accounting work available and the 
relatively large number of accountants ready to do it, business 
was necessarily scarce, fees were few and far between, and the 
net result of the work performed was at the best meagre. This 
condition to a certain extent had its effect on the personal ap- 
pearance of the class of practitioners I am referring to, the 
majority of whom certainly did not look exactly prosperous and 
probably impressed prospective clients accordingly. 

I remember the occasion of the first social meeting of the mem- 
bers of the American Association which I attended. The event 
was to take the form of a dinner to be held at the old Astor house 
in lower Broadway, New York. There were about fifteen or 
twenty members present, many of whom had evidently hired a 
dress-suit and white tie for the occasion; and taking them all 
round, their general appearance hardly suggested successful pro- 
fessional men. Nevertheless they all seemed happy, thoroughly 
enjoyed the occasion, made appropriate speeches, got full of 
dinner, enthusiasm and cocktails, and altogether had a splendid 
time. Although full of zeal and ambition to excel, the average 
man of this class lacked personality and impressiveness. He 
failed to convey to the business man the conviction that he was 
an expert in his profession, or that he was especially expert in 
anything. He knew his business in a simple, elemental way, but 
possessed few ideas and little or no vision. He certainly loved 
what he regarded as his calling in life, and had an intuitive feeling 
that there was a good deal in it and that some day this would 
come out and recognition of his services by the public would be 
in evidence. He felt, in any event, that he was in a class much 
higher than the usual commonplace bookkeeper, although the 
latter, on his part, had a feeling that the former was not a bit 
better than himself and, in a good many ways, not as good. The 
man in this class loved to discuss his business with brother ac- 
countants and usually dwelt on the simple little problems that 
cropped up in his every-day practice. But these were entirely 
bookkeeping problems and had no semblance at all to the higher 
questions, theoretical or practical, that constantly confront 
members of the profession in these days. 

As illustrative of this simple condition, I might relate an inci- 
dent which happened at about the period to which I am referring. 
The occasion was an informal meeting of a number of accountants, 
and general accounting topics were being discussed. The con- 
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versation turned on the procedure necessary to be followed in the 
case of opening up the new books of a corporation, copartnership 
or other business. One of the accountants present, who consid- 
ered himself somewhat of an authority in these matters and had 
been freely expressing his views thereon, was asked by another 
how he would proceed to open up the books of a trust when a 
person had died and left an estate. He thought for a moment 
and then replied: ‘‘Well, I should say, as there are funeral ex- 
penses, the cost of the burial lot and opening up of the grave, that 
it would be as well first to open a ‘cemetery account’ and 
charge all these things to it, and in my opinion that’s all there 
is in the matter.” 

There certainly were a number of oddities (I was about to say 
curiosities) among the “professionals” in those times. Here is 
another and rather amusing example. 

The occasion was, as in the other case, an informal assembly of 
accountants met for general discussion. After a time the conver- 
sation turned on the subject of the desirability of requiring ac- 
countants to pass examinations as a test of their fitness to practise 
in a public way and as a basis for obtaining degrees in case laws 
should later be formulated to regulate the practice of the profes- 
sion. There was general agreement that this would be a good 
thing to do, and one of the accountants present went so far as to 
state his views of the several subjects such examinations should 
cover. In his opinion the suggested examinations should embrace 
English grammar and composition, arithmetic, elementary 
branches of mathematics, the theory and practice of bookkeeping 
and accounts, and ‘‘I would further suggest,’’ he continued, 
‘that there be one or two other outside subjects, such as one for- 
eign language, say French or German, and the rudimentary 
branches of natural philosophy and physics.’ Just as the 
speaker uttered the word “ physics” an elderly accountant, sitting 
next to me, who had been listening intently to what was being 
said, turned to me suddenly and eagerly remarked, ‘‘ Mr. Anyon, 
I know I would pass easily on the subject of physics because I 
used to work in a drug store.” 

These professional gentlemen were usually referred to by the 
general public as ‘‘experts’’ or ‘‘expert accountants” and some- 
times as “‘checkers.’’ It was quite customary for them to ad- 
vertise their calling in the daily papers and financial magazines, 
and these advertisements would run something like the fol- 
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lowing: ‘‘ John Doe, expert accountant, books written up and bal- 
anced, tangled accounts straightened out’”’ and so forth. The 
word ‘‘tangled’’ seemed a favorite word to use and appeared quite 
often in these advertisements. However, business men generally 
did not take very kindly to these new “‘experts’’ and the service 
they advertised. If some real accounting or bookkeeping prob- 
lem had to be taken in hand, the average business man would 
often go to his lawyer or, better still, as costing less money, to 
his banker, and obtain the services of one of the bank clerks. 
Just as the general public was not particularly impressed with 
these experts, so bankers on their part had very little or no use 
for their services, while lawyers looked upon them more in the 
light of trespassers on their own business preserves than anything 
else, for lawyers in those times did or rather tried to do special 
work in accounting matters that now falls to members of our 
profession. 

At the initial period of which I am writing and for a year or 
two thereafter the profession did not advance in public favor to 
any pronounced extent. It did progress somewhat but not in a 
way and to a degree at all proportionate to the desires of those 
engaged in its practice. The reason for this I believe was partly 
the fault of the professionals and partly the fault of the public. 
The former seemed to be unable, mainly on account of limited 
knowledge, to impress the latter that accounting services were 
different from those involved in bookkeeping, and the public on 
its part showed no disposition to be convinced that such a pro- 
fession as public accounting was actually a needed one. 

It is true that there were a few business men who-had a fairly 
good conception of the character of the profession and saw advan- 
tages in it which when better understood would undoubtedly be 
of benefit to business at large. On the contrary there were a 
great many who had very mixed ideas as to just what the business 
of the expert accountant was and exactly what he professed to do. 
Some considered that he was an experienced bookkeeper and no 
more; others looked upon him as a man whose business it was to 
detect fraud, embezzlement and stealing, and that his employ- 
ment was of value only in this direction; while many had a vague 
idea that he was merely a man of figures, a rapid and unerring 
calculator who could add up two or three columns of figures at a 
time, could tell you immediately the square or cube root of any 
given number or say off-hand, for example, what one dollar put 
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out at six per cent compound interest per annum at the time 
Columbus discovered America would amount to today. 

As an example, a lady called at my office one day and announced 
that she wished to see me on an important business matter. The 
lady in question proved to be the late Mrs. Hetty Green, whom 
many will remember as being a rather picturesque figure in New 
York some years ago. She entered the office and after scrutiniz- 
ing me fully and carefully said: ‘I understand from Mr. Williams 
of the Chemical National bank that you are an expert calculator 
and figurer and can decipher accounts that are wrong.” I 
hastened to assure her that I was not a particularly quick or 
expert calculator—that I was an accountant. “Well,” she 
replied, ‘‘I suppose it’s the same thing and I'll tell you what I 
want,” and thereupon set out in a voluble and business-like way 
to state her case. She was the residuary legatee under a certain 
will in a large estate and was much dissatisfied with the acts of 
the executors and trustees of the estate and desired to know if I 
was sufficient of an expert “figurer” and calculator to find out 
and lay bare these wrongful acts. I informed her that as an 
accountant I felt I could do this fully and satisfactorily, but that 
I was not solely an expert figurer or calculator and that it was 
not essential I should be in order to do the work properly. This 
did not seem to satisfy the lady, who evidently thought I had 
proved myself to be incompetent, for I failed to get the work. 
Instead she engaged the services of one of the Chemical bank 
clerks in the matter, and probably he successfully unearthed by 
his ability as a rapid calculator all the wrong acts of the executors 
and trustees of which she complained. There were many similar 
instances and each one tended to indicate the somewhat distorted 
conception many people entertained of just what the accountant’s 
work actually was. 

It was, therefore, not only the character or rather lack of 
character as well as lack of knowledge on the part of the majority 
of accountants that tended to retard the advance of the profession 
in public favor, but another thing of equal importance, namely, 
that practitioners seemed unable to create in the minds of busi- 
ness men the faith and confidence in their integrity and honesty 
which is the essence of the profession in these days. And there 
was some reason for this. : 

I feel free to say that in those times there were many pzacti- 
tioners who did not seem fully to realize their responsibility to 
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their profession or to third parties who might be called upon to 
act on the results of their work. They did not consider them- 
selves bound to precision and truth in the same degree or to 
anything like the same extent as their brother accountants of 
these days. It is most gratifying and satisfying in these times to 
see how careful and thorough accountants generally are in the 
presentation of the results of their work, and how strictly they 
adhere to truth and precision irrespective of the outcome or of 
any outside considerations. Such was not entirely the case in the 
early days. It was not an uncommon thing to find certain 
accountants ‘‘stretching a point” in favor of their clients (mainly 
in matters relating to the preparation of statements for presenta- 
tion to banks or for the sale of a business) to show a financial 
condition more favorable than was actually the case; and in many 
instances clients expected them to do this. I remember on one 
occasion being called upon to check a statement which had been 
given to the National Park bank by a borrower in order to obtain 
further credit (this statement had been prepared by the borrower’s 
accountant) wherein an ‘‘asset’’ appeared for quite a considerable 
sum under the heading ‘‘cash with brokers.” I found this item 
actually represented an aggregation of losses arising through 
speculative transactions of one of the partners in Wall street, and 
the ‘‘cash with brokers” referred to was the total of the cash paid 
over by the firm from time to time to make good these losses. 
This was not an isolated case: there were many like it. 

Here is one probably a little more amusing. A lawyer walked 
into my office one day with somewhat of an aggressive look and 
his manner indicating a certain degree of contempt for the situa- 
tion generally. He abruptly started: ‘‘My name is So-and-so. 
I am the attorney for Mr. John Doe and I have here a statement 
you people got up for his company two weeks ago. I want to 
say to you, you haven’t made up that statement in the way he 
told you to. You show more liabilities than his company owes; 
he has $12,000 notes receivable from his customers and you don’t 
show a dollar for these [John Doe had previously discounted these 
receivables at his bank], and worse still, he has over $30,000 of 
orders on his books, good orders, with a good profit in them, and 
you have put nothing in this statement for these at all. My 
client wants you people to make that statement right and when 
you’ve done that and included these things as they should be, Mr. 
Doe will pay you your bill, but not before.’”’” Of course I waited 
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until he had finished and then the reader can imagine how re- 
freshing it was to be able to give him a full reply, informing him 
amongst other things that the only mistake that had been made 
in the matter was that he and his client had come to the wrong 
firm. 

It is, of course, to be understood that in all professions there 
are the good and the bad practitioners, the staunch, trustworthy 
and conscientious ones and necessarily a number quite the reverse, 
and at the time I am referring to the profession of accounting 
had its due proportion of each of the classes mentioned. Time, 
training and experience, however, I am glad to say have worked 
decidedly for the good in this respect. 

While on this subject, I should like to refer to what appears to 
me to be a unique and exceptional feature of public accountancy, 
and seems to set it apart from the other professions. I refer now 
to the work and attitude of the professional and the way these 
are looked upon by the general public. In the public mind his 
work, so far as quality is concerned, must be faultless both 
clerically and in principle. A mistake on his part must not be 
expected or imagined. Men in other professions and vocations 
may be guilty at times of error and their name and standing may 
not be seriously impaired thereby, but the accountant is different; 
he must not err, he is a man of precision and correctness—an 
error can not be forgiven or overlooked. Besides, in his work and 
findings he must not be biassed in any way in favor of his client, 
but must keep in mind to the same degree the interest of any 
second or third party who may be called upon to review the 
results of his work. In other words, in his work, service and 
findings he must act as much for the other man as for his client 
who alone engages and remunerates him. In this way only does 
he preserve his reputation and standing. 

It is interesting to note the qualifications of the average practi- 
tioner in those old times judged in the light and requirements of 
modern accounting. His qualifications were simple and restricted 
compared to the complex and advanced knowledge of the ac- 
countant of today. Questions relating to such subjects, for 
example, as the principles of costing, sinking funds, reserves, 
earned surplus, capital surplus, fixed and liquid assets, capital and 
income charges, invested capital, working capital, depletion, 
amortization, etc., were very indefinitely understood, and as a 
rule were hardly considered matters coming within the scope of 
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the accountant’s practice. Even the important subject of 
depreciation was in the same class and failed to be dealt with in 
anything like a scientific way. It was of course generally known 
what depreciation meant, but its application to practical ac- 
counting was no more than partly understood. I have in mind 
the case of an “expert” at that period who received his early 
training in the office of one of the large railroad companies. He 
was called upon to testify in the matter of certain litigation con- 
nected with one of those companies involving the determination 
of the actual net earnings of the road in question for a specific 
period. He was asked by counsel for the opposite side, evidently 
to test his knowledge of the subject, to define the meaning of the 
words capital additions, betterments, extensions, replacements 
and renewals and how he would treat expenditures under these 
headings as between capital and income. He failed to give a 
satisfactory reply, and was excused from further testifying on the 
ground that he was not a competent witness. Now, while many 
accountants today could give a full and intelligent answer to 
these questions, they were a little beyond the capacity and the 
average intelligence and experience of the practitioner in those 
early days. I would be inclined to say that at the present time 
the average young accountant, just through his studies, would 
not have any difficulty in dealing with these questions and others 
of like kind. 
(To be continued) 
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Incomes for 1 922 


AS SHOWN BY THE REPORT OF THE SECRETARY 
OF THE TREASURY 


By F. W. THORNTON 


So long ago as December 7, 1921, Secretary of the Treasury 
Andrew Mellon formally reported to congress that the high sur- 
taxes on private incomes should be reduced to a maximum of 
20 or 25%. He then stated that the high surtaxes were “rapidly 
ceasing to be productive’; that they were “being evaded or 
avoided’’; and that they destroyed incentive to the useful 
employment of the country’s resources. A short paragraph 
read: 

“There is not much incentive to men to take risks in any line 
of industry when all the risk must be borne by the individual 
and, if ultimately success comes, a large part of the gains is taken 
away by the government in taxes.” 

Tax-exempt securities were pointed out as a principal means 
of tax avoidance. 

On January 31, 1923, Secretary Mellon, in a letter to the 
chairman of the New York Chamber of Commerce committee on 
taxation, again urged that surtaxes should be reduced and that 
issue of new tax-exempt securities should cease. 

The idea then in the mind of Secretary Mellon grew until in 
a letter dated November 10, 1923, addressed to Representative 
Green, chairman, house committee on ways and means, a defi- 
nite programme for a new revenue act was offered. 

Secretary Mellon furnished, along with this letter, certain 
tables showing from 1916 to 1921 the disappearance from the 
tax returns of incomes over $300,000. He argued that this 
disappearance of income was directly a consequence of surtax 
rates so high that they “put pressure on taxpayers to reduce 
their taxable income, tend to destroy individual initiative and 

. seriously impede the development of productive business.” 

Amplifying and supplementing the data and reasoning of 
Secretary Mellon THE JOURNAL OF ACCOUNTANCY, January, 
1924, published the text of a letter from a member of the Amer- 
ican Institute of Accountants, addressed to the Hon. W. R. 
Green, chairman of the ways and means committee, dealing 
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with tax avoidance and giving tables that partly paralleled those 
Mr. Mellon had furnished, but taking into account all incomes 
over $100,000. 

All these arguments were based on the federal income-tax 
returns, which showed that between 1916 and 1921 81% of all 
incomes over $300,000 had disappeared. Returns for 1922 were 
not yet available. 

Public and private criticism of Secretary Mellon and those 
who support him was voluble and not too polite. In congress 
and in the yellower newspapers the charge was freely made that 
the secretary was concerned only with the interest of the wealthy 
class, to which he belonged, and that he had picked out 1921— 
admittedly a year of small profit—to support a theory invented 
to help the poor rich. 

A year has gone by, and now we have the figures of 1922— 
no doubt Secretary Mellon had a fairly correct knowledge of 
them in late 1923 and early 1924—and they show that the 
secretary was right. 

One feature appearing first in 1922 should be considered before 
taking up the comparative figures. In this year the law pro- 
viding 12%4% tax on net capital gains began to operate. 

Is there any better proof that there are mice about than the 
sight of one coming out of its hole when the cat goes away? 
The mouse that came out of this hole in 1922 was a profit of 
two hundred and forty-nine million from sale of assets held for 
more than two years. This profit had become taxable at 12%%. 
It should be noted that the transactions which gave rise to this 
profit were all by taxpayers in the classes with incomes over 
$30,000, classes with only % of 1% of the total number of 
returns, and with only 12% of the total taxable income. 

The appearance of this income was not the result of a reclassi- 
fication; it was quite new. In prior years there was no sub- 
stantial income from profits on capital sales, fully taxable, accru- 
ing to income classes over $30,000; and in 1922, just as in other 
years, the great bulk of the fully taxable income from sales of 
property was in the classes below $20,000. Even so, however, 
incomes over $100,000 in 1922 included fully taxable profit on 
sales of securities and property more than ten times as great as 
in 1921. 

At the end of this memorandum there appears the table of 
Secretary Mellon as he gave it in 1923. He adopted $300,000 
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income as a line of demarcation between those to be considered 
as wealthy and the rest of us; there is also a table continuing 
for another year that published by THE JouRNAL oF ACCOUNT- 
ANCY in January, 1924, which was part of the letter from an 
unnamed member of the American Institute of Accountants. 
This table is so revised as to separate income derived from sale 
of capital assets held over two years and shows the number of 
returns as well as their amounts; it ignores all returns under 
$3,000 so as to permit of a correct comparison with 1916. The 
letter transmitting it in January, 1924, was correct then and is 
correct now. It is worth rereading in the light of 1922 figures. 

It could not be expected that the improvement in 1922 busi- 
ness should not have some effect upon the returns; but so far 
as regards the returns of incomes over $100,000 the increase 
was small, too small to bring up the total income to the figures 
of 1920. 

There have disappeared from the returns of incomes over 
$100,000 between 1916 and 1922 three-fourths of the income 
from business, etc., more than half the dividends, more than half 
the rents and royalties, three-fifths of the interest and miscel- 
laneous income and some of the salaries. This, in spite of the 
fact that the total income of all classes over $3,000 has doubled 
in the period. Taking into account the rates of increase, we may 
say, instead of what appears above, that there have disappeared, 
of incomes over $100,000, that should have appeared in 1922, 
seven-eighths of income from business, etc., three-fourths of that 
from dividends, rents and royalties, seven-tenths of interest, 
etc., and more than half of the salaries. 

In 1916 incomes over $100,000 totalled 1,856 million dollars, 
and in 1922 should have totalled 3,712 million. They actually 
did total 892 million. 

The number of returns for 1922 is of little value for comparison, 
since it includes incomes brought into this class by reason of the 
profit on sale of assets held over two years. If these could be 
eliminated they would take with them a part of the apparent 
income from dividends, business, etc., so that the disappearing 
income is greater than the figures show—how much greater we 
cannot tell. 

The total amount of 1922 returns over $100,000 appears in the 
government report as 892 million, as stated above, but, of this, 
181 million is gain on capital assets held over two years, leaving 
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711 million as income from ordinary taxable sources. Of this 
711 million, part represents incomes otherwise below $100,000 
but raised into this class by addition of capital gains. If the 
capital gains of the class (totalling 181 million) be diyided by the 
number of returns (4,026) it appears that the average amount of 
capital gain is $45,000 per individual. Confirming the deduction 
to be drawn from this it is found that in 1921 there were 205 re- 
turns between $200,000 and $250,000, their mean average being 
$223,000; in 1922 there were 210 returns between $250,000 and 
$300,000, and after deducting the capital gain shown for this 
class the average of other income was $218,000, so that at this 
point the change in income classification due to profit on capital 
assets held over two years was equal to a stepping up of incomes 
into a class $50,000 higher. 

Upon the whole it seems likely that 1922 returns, if purged of 
all the influence of the modified tax on capital gains, would fall to 
the level of 1921, notwithstanding the general improvement in 
business. 

The more the figures are studied the clearer it appears that 
those who succeeded in devising means of avoiding excessive 
tax rates in 1916-1921 experienced no change of heart in 1922 but 
continued to avoid taxes except where, as in the case of gains on 
capital assets, the tax rate became less confiscatory. 

Well, this income disappeared from the classes over $100,000— 
Where did it go? The total taxable income since 1916 has not 
diminished but largely increased. The increase since 1916 is 
mostly in the classes below $10,000. Does anyone think that 
the rich have grown poorer and the poor richer to such an extent? 
Is it not clear that income that must be reported by somebody 
has moved, under the pressure of impracticable surtax rates, to 
those with relatively small incomes, either by the splitting up of 
incomes among the members of families or by transfer to those 
with low tax rates of fully taxable income in exchange for non- 
taxable income transferred to those with high tax rates? 

This is all of Secretary Mellon’s contention; it seems to be fully 
demonstrated. 
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Reports, Their Style and Diction* 
By ERNEST RECKITT 


At most of the previous regional meetings, we have been privi- 
leged to listen to addresses on the balance-sheet and many other 
topics of technical interest, but I believe this is the first occasion 
on which special emphasis has been given to the somewhat neg- 
lected subject of the accountant’s report. 

We shall all agree, I believe, that no part of the accountant’s 
work is of greater importance than his ability to convey to his 
client or to the public all the facts to which they are entitled, set 
out in clear, concise and good English and accompanied by finan- 
cial statements prepared in such form that they may be readily 
understood by the layman. 

A man, who had traveled in every quarter of the globe, both 
in its civilized and uncivilized countries, well versed in scientific 
subjects and the master of several languages, came to my house 
for dinner. We all looked forward to a most interesting and 
informing evening spent in his company. You can well imagine 
our disappointment when we discovered that the one thing he 
did not possess was the art of conversation, and that we could 
only extract from him the answers of “ Yes’’ or “ No” in our at- 
tempts to draw him out. Now, a man such as I have described 
may store in his brain a vast accumulation of facts, experiences 
and opinions of much value, but if he can not convey this informa- 
tion to his fellowmen, the object of his existence is somewhat 
dubious. 

It is almost unnecessary to press the analogy between the un- 
fortunate individual referred to and the accountant who, however 
clever and experienced he may be in the technique of our pro- 
fession, is unable through his report to convey to his client the 
information secured from the audit or special investigation; or 
who, through ambiguous phraseology or the faulty construction 
of his sentences, may even convey entirely erroneous impressions. 

The importance of a well-written report will be better appreci- 
ated when it is realized that it is the only tangible evidence of 





*An address before a regional meeting of the American Institute of Accountants, Toledo, . 
Ohio, December 6, 1924. 
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days and sometimes weeks of work, and that it is the summary of 
a vast array of figures and other information contained in the 
original records. To fail in the proper presentation of such facts, 
and thus to lose all or much of the value of the previous work, 
would be in the nature of a calamity. 

And yet it is not many years ago that the reports of accountants 
to their clients were indeed barren documents. I remember, 
about the time that I commenced to practise as an accountant, 
seeing reports on audits, which merely stated that ‘‘ pursuant to 
instructions received the audit of the books for the twelve months 
ended has been completed. The balance-sheet as of December 
31st and the profit-and-loss for the year are submitted as exhibits 
‘A’ and ‘B.’ Respectfully submitted”; and it struck me as 
lamentable that this was all when so much other valuable in- 
formation might have been given and prepared from the figures 
already in the possession of the accountant. What a waste of 
energy and efficiency was represented by such audits! 

Our meeting today demonstrates that we have progressed far 
from the methods of report just described and if we have not as 
yet arrived at perfection in such matters, we at least realize the 
necessity of further enlightenment, as demonstrated by the fact 
that several aspects of the accountant’s report are to be pre- 
sented tous today. I have been assigned the somewhat difficult 
réle of speaking to you on the subject of the style and diction of 
accountants’ reports. 

I confess I would have felt happier if I had been called upon to 
prepare a paper on one of the other topics placed on today’s 
programme, all of which are, to me, of much personal interest. 
They are subjects containing matters of a tangible character and 
with which we are all more or less familiar. As I can make no 
claim to be a grammarian or rhetorician, I find the subject of 
style and diction is an exceedingly difficult one and I trust you 
will bear with me patiently in the presentation of a few thoughts 
on this subject. 

It was suggested to me that this address might deal with gram- 
mar, syntax, punctuation and even as to the use of capital letters 
in the body of our reports. This I am not proposing to do, for 
it would remind us only too vividly of our school days and of the 
weary hours we spent attempting to parse long sentences and 
guessing which word or words were the subject, object and predi- 
cate. I believe you have all a good working knowledge of these 
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elementary studies and, if you have not, this is not the time or 
place to teach them. 

A cynical Greek philosopher, who lived several centuries before 
Christ, expressed his opinion that language was given to man- 
kind in order that they might conceal their thoughts. Lan- 
guage is used for two purposes only, speaking and writing. Of 
the two, the written word may be used for the purpose of con- 
cealment to an even greater extent than the spoken word, and 
in such cases, because the written word has the larger audience, 
its evil effects will be correspondingly more widespread. Whether 
such concealment be premeditated or due to carelessness or ig- 
norance of the proper uses of language matters little: the conse- 
quent results are just as dangerous. 

In some professions concealment of facts may, under certain 
conditions, be eminently proper. The physician, in order to be 
merciful, may conceal from his patient the true diagnosis of his 
disease. The lawyer is not called upon to disclose facts in a court 
of law which may injure his client. In our profession, however, 
any intentional concealment of fact is a crime, any unintentional 
concealment constitutes gross negligence, and ambiguity of the 
language used in our reports is a serious fault. 

The art that teaches us to present our thoughts clearly, logi- 
cally, forcibly and without any ambiguity is known as rhetoric, 
and with apologies to those responsible for the title of this ad- 
dress, I think it should have been ‘‘ The rhetoric of accountants’ 
reports.” 

In Funk & Wagnall’s dictionary, diction is defined as: 


1. ‘‘The use of words or the manner of using them either in 
literature, oratory or song; the manner in which any- 
thing is expressed in words, and 

2. ‘That department of rhetoric which deals with the choice 
and arrangement of words and modes of expression.” 


Rhetoric is defined as: 


“The art of perfecting discourse; the art of presenting 
thought in language so as to influence others.” 


The dictionary then goes on to state that rhetoric grounds 
itself: (1) in grammar, (II) in logic, which regulates the matter of 
discourse, (III) in esthetics, which respects the form and (IV) in 
ethics, which reflects the purpose of the discourse. 
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It will be noted that the subject of rhetoric is much broader 
than that of diction and covers better all of the requirements for 
an ably written report. I am therefore going to attempt to deal 
with the larger subject of rhetoric, because I desire to inject into 
this address the most important factors of logic and the power of 
imagination as prime requirements for clearness of expression and 
for enlarging the scope or purpose of the report. 

The various divisions of my subject would therefore appear to 
fall under the following captions: 


1. Logic. 
2. Imagination. 
3. Style and diction. 


LOGIC 


No man can write clearly unless he thinks clearly. I believe 
that one of the commonest failings that practising accountants 
find in the members of their staff is a lack of logical reasoning. 
This lack is exhibited in the expression of statements of opinion 
supposedly derived from the figures extracted from our clients’ 
records which are either ambiguous, misleading or entirely false. 
A common error of this nature is the statement that “the cost of 
manufacture has increased,’’ the basis of such a statement being 
that the percentage of cost of manufacture to the sales had in- 
creased. The statement might be true, but not necessarily so 
from the information at hand, for the true cause might be that the 
unit prices of the goods sold had been reduced. Many other 
illustrations of faulty reasoning might be given, but no good pur- 
pose would be derived thereby, for the point I desire to empha- 
size is that unless an accountant has a logical mind he will, first 
of all, not only be unable to grasp the interpretation of the figures 
he examines during the course of the audit, but because of that 
inability he will be unable to express himself in his report with 
any decision or force. 

There is no greater aid in arriving at our own true convictions 
on any matter than to write down first of all our premises and 
then to write step by step the arguments leading up to the final 
conclusion. The opinion thus arrived at is then often found to 
be entirely different from the somewhat ill defined, hazy and pre- 
conceived opinion before setting ourselves to this task. Assuming 
that the premises be correct, it will be found that by adopting 
this course conscientiously a very much clearer conception of the 
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subject will be obtained, which is necessarily reflected in the report 
by a force and definiteness in the diction. I venture to hope that 
I have convinced you that the first necessity in order to secure 
good diction or rhetoric in an accountant’s report must therefore 
be sound thinking and a logical mind. 


IMAGINATION 


At first sight the necessity of imagination as an important 
factor in rhetoric may not be quite clear. Certainly it has little 
to do with diction. But we have learned that rhetoric, among 
other things, is grounded in ethics, which reflects the purpose of 
the discourse. The purpose of an accountant’s report must be 
to give his client the maximum amount of information concerning 
the business under investigation consistent with the terms of his 
engagement. Unless the accountant has imagination he will 
usually fail entirely in realizing the purpose of the report and 
what the nature of such information might be. 

We thus see that in rhetoric, at any rate, imagination of the 
character described is an important factor, and, apart from any 
other consideration, we all know that the accountant who in the 
actual audit and preparation of the report thereon is able to put 
himself in his client’s place and imagine the character of the in- 
formation which is necessary to the intelligent conduct of the 
business will also be able to produce a report of much greater 
interest and value than the man of little or no imagination, who 
follows along a beaten track with no new ideas. 

The power of imagination is a gift and yet it may be cultivated 
to some extent. If you put a senior in charge of a packing-house 
audit, who had never previously conducted such an audit and 
had no prior reports to guide him, it would hardly be ex- 
pected that he could immediately grasp the character of the in- 
formation which should be presented to the president of such a 
business. But if he has imagination, he will, when he has com- 
pleted such an audit and has gone over the plant and studied the 
whole situation, be fairly able to grasp the main points which will 
be of special interest to his client. Further knowledge of the 
packing industry, only to be gained by experience, will materially 
improve his ability to cover all the topics which his report should 
contain, but only because he has more facts upon which his imag- 
ination may operate. The power of imagination itself probably 
does not materially increase; it is only the increased potentiality 
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by reason of greater experience and knowledge that makes it 
appear more significant. And yet, if the power of imagination be 
exercised during youth, there is no doubt that the power may be 
developed; and on the other hand, the seed of imagination with 
which we are all borin may die of atrophy, if it be neglected. 

I therefore believe that in our schools of accountancy, as also 
with the members of our own staffs, special training should be 
given to make the student or employe exercise his power of 
imagination. After the completion of an audit and before the 
writing of the report, those engaged on the work might be called 
upon to express the topics concerning which they would desire 
information, if they were in the place of the client. Such a quiz 
would not only make the employe exercise his powers of imagina- 
tion, but would indicate to the principal the progress being made, 
first in the power of observation and second in the power of 
imagination. 

As you will remember, one of the definitions of rhetoric, and a 
very apt one, was ‘‘the art of presenting thought in language so 
as to influence others”; and I take it that the words ‘‘so as to in- 
fluence others” in the broader interpretation include the meaning 
“‘so as to inform others.’’ The accountant can not therefore in- 
fluence or inform his client without a proper presentation of facts 
and he must have imagination in order to decide upon the facts 
which should be presented. 


STYLE AND DICTION 


It was stated that rhetoric was grounded in esthetics, which 
respects the form, or, to put it into other words “style and dic- 
tion.’’ Style deals more particularly with the arrangement of 
the words in the sentence and of sentences into paragraphs, the 
whole purpose being to carry forward logically and step by step 
the thoughts desired to be expressed. Diction deals purely with 
the choice of the words used. Let us first consider the subject 
of style. 

The word “‘style’”’ and the expression “literary style” express 
two distinct ideas, the first having a very broad significance, the 
latter being only applied to literature, where elegance and beauty 
of phraseology are necessary. Literary style is not only not re- 
quired in accountants’ reports, but it is doubtful whether it 
should be even attempted. Literary style is a gift from the gods, 
just as are music, painting and sculpture. 
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If we attempt literary style in our reports, and do not possess 
this gift, we shall end by striking, as in music, a discordant note 
and making ourselves ridiculous. But, although literary style 
may not be a requisite, a good style of expression is essential, 
first because by its means we can convey our thoughts clearly, 
forcibly and accurately, and, secondly, because our reports ought 
to make pleasant reading. 

To attain this ability, the student must certainly make some 
study of the theory of the art, but, still more important, he must 
put on one side the trashy books of the day and devote his spare 
time to the reading of the best literature. He will thus uncon- 
sciously absorb in some degree, at any rate, the art of expressing 
his own thoughts. One of the evils which is very common in the 
reading of books is that they are not read but scanned, and in con- 
sequence no appreciation of the mode of expression can be se- 
cured. Such methods of reading will be absolutely of no value in 
perfecting any ability to write oneself. 

There are treatises on style for those who desire to make a care- 
ful study of this subject. It will also be realized that it is impos- 
sible in a short address to attempt any detailed discussion, but a 
few brief comments may not be out of order. 

In the first place, then, do not consciously try to imitate some- 
body else’s style, but try to form a good one of gyour own. Of 
course, by much study of an author’s composition, the style of 
which you admire, you may unconsciously adopt a similar style, 
but by the mere fact that it is done unconsciously the dangers 
applying to conscious imitation disappear. 

Another important feature to be avoided by an accountant is 
the practice of making long and complex sentences. The old 
saying that “brevity is the soul of wit” is equally true of the style 
to be adopted by accountants as in other affairs of life. Bear in 
mind that one sentence must express one thought, and one para- 
graph, one subject. Place emphatic words in emphatic places, 
which are at the beginning or the end of a sentence. Other em- 
phatic places are before any mark of punctuation, and any word 
not in its usual place with relation to the word it modifies is es- 
pecially emphatic. 

The remarks earlier in this address on the subject of logic are 
especially applicable in creating good style. ‘‘The words in a 
sentence should follow each other in such a simple, logical order 
that one leads on to another, and the whole meaning flows like a 


105 











The Journal of Accountancy 








stream of water. The reader should never be compelled to stop 
and look back to see how the various ideas ‘hang together.’ Not 
only must grammatical rules be obeyed, but logical instinct must 
be satisfied with the linking of idea to idea to make a complete 
thought. And the same law holds good in linking sentences into 
paragraphs and paragraphs into whole compositions.”” The above 
quotation is taken from a little book entitled Composition by Sher- 
win Cody, which seems to be a short but excellent treatise on this 
subject. 

There are some phases of style which are completely outside 
the province of an accountants’ report, namely the use of humor 
and ridicule. However tempted we may be to indulge in such 
pleasantries, we must turn our deaf ear to the tempter. The 
accountant’s report must at all times be dignified, but because it 
must be dignified is no reason for its being dry and uninteresting. 

The style in which matters of criticism are handled requires 
caution. Unquestionably there are often occasions when we must 
indulge in criticism, but when criticism must be made, it should 
not be adversely critical in spirit. Constructive criticism is never 
adverse but friendly. If it becomes a part of our duty to criti- 
cize the failings of some officer or employe of our client, the proper 
and dignified method is to state the facts very briefly and with as 
little critical comment as possible. The facts presented will 
speak for themselves. 

A good style does not deal in superlatives. Their constant use 
eliminates one of the most important factors in the creation of 
good style, namely force. By refraining from this pernicious 
practice, the use of the superlative when absolutely necessary will 
be more marked and thus desired emphasis will be gained. 

In the foregoing paragraphs I have merely outlined, in a very 
sketchy fashion, a few of the general ideas governing the subject 
of style. I now refer to a few specific points only applicable to 
an accountant’s report. 

The phraseology of our reports should always be exceedingly 
clear as to what matters we speak upon authoritatively and what 
matters are presented purely upon information received but not 
verified by us. Never hesitate, whenever necessary, to qualify 
a statement by the words “‘we are informed” and add thereto the 
source of such information. 

Of necessity there are portions in every report where the lan- 
guage used is a repetition of similar language in other reports or 
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other parts of the same report. Thus most reports begin some- 
what in the following language: “ Acting in accordance with your 
instructions, we have made an audit,” etc., while many sentences 
immediately before a statement presenting an analysis of an ac- 
count may be worded: ‘‘ Below we submit an analysis of . 

I have known many young accountants, and some older ones 
too, to spend much time attempting to discover some new com- 
bination of words to take the place of the phrases submitted 
above. To such accountants I would say, in the vernacular, 
“Forget it.” It would be just as sensible to spend time trying 
to find some new way of saying in a letter “‘ Dear Sir” or ‘‘Gentle- 
men.’ In the routine portion of a report, let us rejoice that we 
may accept the ordinary formal method of statement, for it is 
more than likely that other portions of the report may tax all 
of our abilities in style and diction in order to make our meaning 
entirely clear. 

An indefiniteness of phraseology is often brought about by the 
too frequent use of pronouns. In cases where two people or two 
things have been referred to in the same sentence, it is a mistake 
to use the pronouns ‘‘he,” “‘him,”’ or “it” in the same or a suc- 
ceeding sentence. The accountant must be very sure that when 
the pronoun is used, there can be no possibility of mistaking the 
individual or thing indicated. 

I can not leave this topic of style without alluding to a subject 
which I believe is one of great importance in the training of ac- 
countants. Our universities and schools of commerce are teach- 
ing accountancy along lines which in most cases meet with the 
approval of the members of our profession, but they are not 
grounding their students in the art of expression. The result of 
this particular lack of training is that the junior members of our 
staffs come to us ill-prepared for the task of writing a report. 
The committee on education of the American Institute of Ac- 
countants has possibly already discussed this requirement with 
the universities and schools of commerce, but I would suggest that 
this matter be continuously pressed until action along the lines 
indicated is secured. 

I shall now conclude this address with a few comments on the 
subject of diction, which, as already stated, deals with the 
knowledge of the meaning of words and of their proper use. In 
dealing with this topic, I feel I am standing on safer ground than 
in the handling of the other topics covered in this address, for 
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while I make no claims as an authority, the study of the origin of 
words, as also the study of synonyms and antonyms, has always 
been one of great interest to me. 

Every student of accountancy should make a study of diction. 
He should not only know the meanings and origin of words, but 
he should be able to distinguish the fine distinctions of meaning 
between words of similar import. It is probably too much to 
expect that the junior members of our staffs can have acquired 
great proficiency in diction, but it is our duty to encourage this 
study. A study of the speeches of the greatest orators and the 
writings of our greatest authors and poets bring out one fact of 
overwhelming importance, namely that the greatest effects are 
produced by the use of simple language. 

Fifty years ago in the British parliament, William Gladstone 
and John Bright were contemporaries. The speeches of John 
Bright were noted for their clarity of utterance and for their dic- 
tion. Gladstone, although a great statesman, was notorious for 
the complexity and length of his sentences and for the use of long 
words of Latin origin. A story is told that Disraeli, who for many 
years was Gladstone’s chief political opponent, satirically imitat- 
ing Gladstone’s style, remarked that Gladstone was ‘‘a sophisti- 
cated rhetorician intoxicated with the exuberance of his own 
verbosity.” 

There is, therefore, one rule which we, as accountants, must 
always bear in mind in the language used in our reports, namely 
never to use a word of Latin or French derivation, if an Anglo- 
Saxon word equally expresses the same fine distinction of mean- 
ing. By adopting this rule, we shall be surprised to find that the 
force and vigor of our composition is increased many times. 

To acquire this strength of diction, we must study the litera- 
ture where we find its use. Unfortunately the sources from 
which this knowledge may be best obtained are not, today, popu- 
lar reading. I refer particularly to the Bible, Shakespeare’s 
plays and Milton’s works. 

The Gettysburg speech of Abraham Lincoln is another well- 
known illustration of the fact that good style and simple diction 
are the prerequisites of eloquence. In the Gettysburg speech, 
Lincoln used only sixteen words of Latin derivation, and in each 
case where such words were used, you will find upon investiga- 
tion that there was no word of Anglo-Saxon origin that could have 
been used in order to convey the exact meaning that was necessary. 
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We are all familiar, undoubtedly, with many of the most noted 
passages of Shakespeare’s plays, but possibly we have not all 
read them with the object of studying their diction. We have, 
of course, appreciated their beauty and force, but probably have 
not realized that no inconsiderable part of those characteristics 
is due to their simple diction. 

As illustrations of my present contention, if you will refer to 
the following passages in Shakespeare’s plays you will be amazed 
to find that scarcely any words of Latin derivation are used. 


1. In The Merchant of Venice, act iv, scene 1, Portia’s speech 
beginning with 


“The quality of mercy is not strain’d” .. . 


2. In King Henry VIII, act iii, at the close of scene 2, where 
Wolsey addresses Cromwell and beginning with 
“Cromwell, I did not think to shed a tear” . . . 


and concluding with 

““O Cromwell, Cromwell! 
Had I but served my God with half the zeal 
I served my King, he would not in mine age 
Have left me naked to mine enemies.” 

3. In The Tempest, act iv, scene 1, where Prospero addresses 
Miranda beginning with 
“These our actors, 


As I foretold you, were all spirits, and 
Are melted into air, into thin air:” 


and including in that passage the especially well known lines, 


‘We are such stuff 
As dreams are made on; and our little life 
Is rounded with a sleep.” 


Endless other quotations might be given, to the same purpose. 
The words of Anglo-Saxon origin bristle with strength and vitality 
in comparison with the words of Latin or French derivation, and 
we must use the simple Anglo-Saxon words in our reports if we 
expect them to convey our thoughts tersely, succinctly and with 
force. 

I can not conclude this address in any better way than by read- 
ing a passage from the book of Ecclesiastes, which for beaury of 
diction is unsurpassed in the English language. In the original 
Hebrew, I believe I am right in stating that it was poetry, and al- 
though translated into English, its poetry is not lost. This pas- 
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sage is especially remarkable in that it consists almost entirely of 
words of Anglo-Saxon origin. 


1. Remember now thy Creator in the days of thy youth, while the evil 
days come not, nor the years draw nigh, when thou shalt say, I have 
no pleasure in them; 

2. While the sun, or the light, or the moon, or the stars, be not darkened, 
nor the clouds return after the rain: 

3. In the day when the keepers of the house shall tremble, and the strong 
men shall bow themselves, and the grinders cease because they are 
few, and those that look out of the windows be darkened. 

4. And the doors shall be shut in the streets, when the sound of the grind- 
ing is low, and he shall rise up at the voice of the bird, and all the 
daughters of musick shall be brought low; 

5. Also when they shall be afraid of that which is high, and fears shall be in 
the way, and the almond tree shall flourish, and the grasshopper shall 
be a burden, and desire shall fail: because man goeth to his long home, 
and the mourners go about the streets: 

6. Or ever the silver cord be loosed, or the golden bowl be broken, or the 
pitcher be broken at the fountain, or the wheel broken at the cistern. 

7. Then shall the dust return to the earth as it was: and the spirit shall 

return unto God who gave it. 
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IV 
TRAINING FOR ACCOUNTING AT NORTHWESTERN UNIVERSITY 
By Ratpu E. HEIMLMAN 


Sixteen years ago commercial education in Chicago was to be 
had only in the ‘business colleges.” These schools catered to 
immature students who usually had completed only a grammar- 
school education. The course in bookkeeping consisted mostly 
of rule-of-thumb drills and arithmetical calculations. At that 
time the various universities considered that courses in account- 
ing were not cultural and were not of university grade. 

But sixteen years ago Northwestern university had the vision 
to foresee that scientific training for business and accounting had 
a right to a place by the side of university training in law, medi- 
cine and engineering. It then established a school of commerce 
(in 1908), the establishment of the school being made possible 
through the codperation of the Illinois Society of Certified Public 
Accountants, the Chicago Association of Commerce and the 
Industrial Club of Chicago. 

Today the various universities have placed commercial educa- 
tion upon a university basis. They have added dignity to the 
various high-school courses in commercial subjects and the busi- 
ness world recognizes that professional training for business and 
accounting is of utmost value. 

From the outset, Northwestern has placed much of the empha- 
sis in its school of commerce on the courses in accounting. With- 
out neglecting the cultural aspects of the subject, the courses 
which are offered in accounting are professional in their content 
and arrangement. The first-year course aims to give the student 
a fundamental knowledge of accounting, which will be of value 
whether he engages in business or follows a professional or public 
career. Advanced courses are offered for the student who wishes 
to specialize in this field. They are designed to enable the stu- 
dent to prepare for a career as a public accountant, taxation 
specialist, cost accountant, comptroller, etc. 

Under the general plan developed during the past fifteen years, 
the work of the individual courses has been carefully codérdinated 
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to avoid overlapping, and the text, practice set, problems, ques- 
tions and answers thereto are so arranged as to constitute an 
integral presentation of the subject. In this manner theory is 
interlocked with the variations found in practice, affording a 
clearer understanding of the raison d’@étre and a material saving 
in the student’s time. Emphasis is laid on the practical aspects 
of the subject through the extensive use of problems. By select- 
ing the difficult ones from the various C. P. A. examinations and 
constructing new problems, intensive training is given in problem 
analysis. Instructors comprise two groups: the trained teacher 
who has studied accounting and the trained accountant who has 
had experience in teaching. 

The courses are offered for full-time day students on the Evans- 
ton campus and for part-time and evening students in the down- 
town headquarters of the school in “the Loop.”” During the 
year 1924-25, the following courses are offered: 


Accounting I—Fundamentals 

Accounting II—Principles 

Accounting I1I—Intermediate 

Accounting IV—Auditing 

Accounting V—Advanced accounting 
Accounting VI—Advanced accounting 
Accounting VII and VIII—C. P. A. review 
Accounting IX and X—Managerial accounting 
Accounting XI—Introductory cost accounting 
Accounting XIII and XIV—Advanced cost accounting 
Accounting XV and XVI—Federal taxes 
Federal taxes—Special course 

Estate accounts and taxes 

Preparation and writing of reports 

Principles of public-utilities accounting 
Problems of public-utilities accounting 


In addition to his courses in accounting, the student may carry 
other subjects selected from those offered by other departments, 
such as business law, economics, finance, public utilities, insur- 
ance, etc. 

The following facts indicate the service being rendered at the 
present time: 

1. There are now about 1,700 students enrolled in the various 
accounting courses offered in the school of commerce each semester. 
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2. Of the certified public accountant certificates granted in 
Illinois by examination, 37.22% have been granted to persons 
who took their advance work here. (This does not include those 
who took their certificates in other states.) 

3. In 1908, when the Illinois Society of Certified Public Ac- 
countants assisted in the organization of the school of commerce, 
there were three classes in accounting each semester; last. year 
there were forty-two classes each semester, giving work in four- 
teen different accounting subjects, with twenty-four instructors 
(seventeen of whom are certified public accountants). 

4. Fifty-three public-accounting firms have had 276 employees 
registered in the school of commerce for further training—that is, 
these individuals were already in the employ of accounting firms 
when they registered in the school. 

5. Fifty-nine public-accounting firms have employed 415 per- 
sons through the school of commerce—that is, these persons, 
after securing training in the school, were placed in the employ of 
these accounting firms, in response to the request of the firms. 

6. In addition, large numbers of persons who obtained their 
training in the school of commerce have entered the employ of 
various accounting firms on their own initiative. The records do 
not indicate the number, but it is a large one. 

When the school of commerce moves to its new building on the 
McKinlock campus on the Lake Shore drive, in September, 1926, 
it will be able to offer more courses and to expand its work in 
this field. 
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Staff Preparation and Editing of Reports* 
By WILLIAM H. BELL 


The subject assigned to me in this general discussion of pro- 
fessional accountants’ reports is divisible into two parts: namely, 
staff preparation of reports and editing of reports. These 
divisions will be taken up in turn, although there is necessarily 
some overlapping. 

The importance of consideration of the staff preparation of 
reports increases in proportion to the size of the practice. An 
accountant practising with only a few employes may have very 
little, if any, difficulty in controlling his staff in technical mat- 
ters, whereas the larger practitioners are concerned with many 
problems involving execution of engagements and preparation 
of reports by the staff. 

A very important feature in connection with the staff prepa- 
ration of reports is instruction of the members of the staff. 
This instruction may be along general lines, as applying to the 
majority of engagements, and also specific, as applying to the 
particular engagement in hand. The general instructions will 
relate to technical policies and methods of the accounting con- 
cern, covering matters such as preferences as to forms of certain 
statements, the conditions under which comparative statements 
are usually rendered, the classification and location of certain 
items in balance-sheets and other financial statements, the con- 
ditions under which certificates will be rendered, the general 
scope and arrangement of comments, and the use of certain 
expressions under given conditions. In many of these technical 
matters it can not be assumed that the staff accountant will 
follow the methods preferred by the principals, or any other 
sound, practical methods, without being instructed by the 
principals. This applies also, of course, to general questions 
of auditing procedure. The various forms which this general 
instruction may take are not particularly germane to this 
discussion. 

In addition to instruction in general matters such as have 
been mentioned, it is necessary to instruct the staff accountant 





*A paper read at a regional meeting of the American Institute of Accountants, Toledo, 
Ohio, mber 6, 1924. 
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regarding the particular engagement in hand, especially if it is 
a new engagement. This applies no less to matters affecting 
the report to be rendered than to the audit procedure to be 
adopted. It is entirely unnecessary, I am sure, to undertake to 
convince any one in this audience of the importance of the 
report as exhibiting the results of the audit work. All will agree 
that the accountant has failed in the execution of his engagement 
if he does not render a report which will meet the requirements 
of the client. Indeed, accountants are very often confronted 
with the necessity of meeting the requirements not only of their 
clients but of others, such as prospective lenders and investors. 

It is seldom that the contents of the report on an engagement 
are prescribed by the client. Hence, it usually devolves upon 
the accountant to anticipate the desires of the client and furnish 
all data which it is thought will be required or appreciated. In 
deciding upon the contents of the report, consideration must 
obviously be given to the character, scope and purpose of the 
engagement. Accordingly, it is of the utmost importance to 
consider at the outset of the engagement the purpose for which 
the work is to be done and what should be communicated to the 
client in order to accomplish that purpose. When there can be 
any doubt that the staff accountant in charge of the work will 
be able without assistance to prepare a report which will meet 
the requirements, the matter should be discussed with him before 
the work is taken up or shortly thereafter. It is necessary to do 
this early because the accountant should have his report in 
mind throughout the progress of his work. 

There are cases, of course, where the principals themselves 
know little or nothing regarding the purpose of an engagement 
and, consequently, of the kind of report that should be ren- 
dered, and have to depend largely upon the accountant in charge 
of the work to determine what should be done. It is extremely 
important, therefore, that the staff accountant be educated as 
to what is necessary to be considered in deciding what should 
properly be comprehended in a report under certain general 
conditions. One of the necessary steps in this direction is to 
instil into the accountant the importance of bringing into play 
whatever practical business ideas he may have and considering 
all angles of the situation from the point of view of the client in 
an effort to produce a report which will meet the requirements 
of the client. 
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While it would be out of place in this paper to discuss at any 
length the composition of reports designed for particular pur- 
poses, it may not be inappropriate to present a few general 
observations in order to exemplify the practical application of 
the principle that the report should be such as to meet the 
requirements of the client. 

The engagement may be limited to the examination of certain 
specific accounts or the records of certain specific transactions, 
in which case a simple letter will usually prove adequate; or it 
may be to audit the cash receipts and disbursements for a cer- 
tain period, when a statement of cash transactions will usually 
be required; or to audit the asset and liability accounts as of 
a certain date (usually termed a balance-sheet audit), when a 
balance-sheet will almost always be rendered; or to make a 
complete audit for a certain period, when a full report is called 
for, including a balance-sheet at the end of the period and a 
statement of income and profit and loss for the period. Any 
of these statements may be made comparative and may call 
for supporting schedules. When statements are rendered the 
report may also include a formal certificate or comments or 
both. 

The aim should be to give the client just as much as is appro- 
priate in the particular case, and no more. Accountants have 
often rendered reports including elaborate financial statements 
and statistics which have been of little or no practical value to 
the recipients. In some of these cases, the only report desired 
by the client was a concise letter or certificate covering certain 
conditions or transactions, or stating that the entries in the 
accounts, or in certain of them, were found to be correct. In 
this connection, detailed schedules of accounts and notes receiv- 
able and payable outstanding at a certain date may be inter- 
esting to a client three weeks after that date but be utterly 
valueless three months-after. Schedules such as these should 
be rendered only when they are known to be useful. 

While in some cases there may be considerable occasion for 
uncertainty in determining what may appropriately be included 
in a report on a complete audit, that uncertainty should dimin- 
ish in proportion as the scope of the engagement is restricted. 
When anything less than a complete audit has been made, it is 
necessary to be explicit in the introductory part of the report 
regarding the scope of the work, and only such statements should 
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be rendered as pertain to the particular phase of the accounts 
or affairs which has been under consideration. 

In reporting upon a balance-sheet audit there is usually no 
reason to include a statement of income and profit and loss. In 
a report on a cash audit, assets and liabilities should ordinarily 
be disregarded. A report on a special examination or inves- 
tigation should be designed to cover only the particular features 
in question, as concisely as possible consistent with adequate 
treatment of the subject. 

In connection with reports on special examinations it may be 
said that there are some engagements where, from the client’s 
standpoint, it is unnecessary to furnish statements in the report, 
but where conditions are such that the accountant may feel 
impelled to include the statements in the report for his own 
protection in case of dispute in regard to the facts verified. 
Such cases, however, are very rare, and when it is really neces- 
sary to establish the identity or the amounts of certain items 
but unnecessary to give complete statements, the desired result 
may usually be accomplished by stating certain ‘‘key”’ figures, 
such as the amount of the cash balance verified or the amount 
of the surplus. 

One of the great problems of the professional accountant is 
the preparation of reports which will be satisfactory to the client 
and also to the banks, note brokers, or others to whom the 
reports will be furnished for credit purposes. The reason for 
this is that there is no satisfactory understanding and agree- 
ment by the three parties involved—the banker, the business 
man and the accountant—as to what information is to be 
supplied to the banker through the medium of the accountant’s 
report. 

The accountant may not, short of actual misrepresentation, 
disregard the wishes of his client, and when, as frequently hap- 
pens, the accountant is restricted as to the scope of the audit, or 
as to the contents of the report, he is likely to be criticized by 
the banker for not conforming to the banker’s ideas concerning 
the amount of detail information or the classification of items, 
or for failure to do something as indicated by qualification in the 
report. Considerable progress has been made toward promoting 
more thorough accord between bank credit men and account- 
ants, and it is fervently to be hoped that in the not distant 
future business men and bankers will reach a definite agreement 
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whereby accountants will be enabled to perform service which 
will be uniformly satisfactory to both of them. 

It is quite customary for the client to request the accountant, 
in reporting upon an audit, to render a full report for general 
use and merely a certified balance-sheet, often condensed, to be 
submitted to banks or others for credit purposes. The wisdom 
of this policy is doubtful. The best interests of the business 
man are likely to be served by concealing nothing from his bankers 
or other credit grantors. They are properly interested in his 
operations as well as in his financial condition, and, with respect 
to the latter, are entitled to sufficient information to enable them 
to apply their analytical methods to details and thus to pass 
judgment upon the credit risk involved. It must be admitted 
that the financial statements usually furnished to bankers are 
not such as to satisfy those who are keeping up with the advanced 
practices of business analysis from the standpoint of the credit 
grantor. 

From these digressions we return to the consideration of the 
particular relation of the staff accountants to the preparation 
of reports. 

It is most important to inculcate in the staff accountants the 
right attitude toward their reports. This attitude should be 
that of responsibility and pride. The staff accountant should be 
urged to aspire to such a degree of proficiency that he would be 
glad to have his reports known to any person as his own work. 
There is no accountant worth the name who does not welcome 
responsibility, and wise supervision by the principal will usually 
result in the assumption by the accountant of the desirable 
attitude with respect to his reports. 

Now as to the physical preparation of the report. The first 
step in the process should be in the form of a memorandum 
kept in the working papers, where the accountant should record 
from time to time matters that come to his attention during the 
progress of the work that it is known or thought may have a 
bearing upon the report. At the time of the actual preparation 
of the report, all working papers should be gone over carefully 
for matters of interest outside of the bare skeleton of the accounts 
which is furnished by the financial statements. 

The statements should be prepared first; then the comments 
and other parts of the report. The senior accountant or ac- 
countant in charge of the work should prepare the report, 
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although, of course, the assistants may prepare detailed sched- 
ules and perhaps the major statements, under the supervision 
of the senior. It may be necessary for the senior accountant to 
consult the principal during or immediately before the prepara- 
tion of the report, but the principal should not undertake to 
write the report. Unfortunately, many good technical account- 
ants are deficient in ability to express their thoughts, and many 
also have little vision or imagination, but even with these short- 
comings it is desirable that the responsibility for completing the 
work be placed upon the accountant in charge of the engagement. 
It is dangerous for the principal to try to write on a subject upon 
the basis of second-hand information furnished by memoranda. 
Further, even though the results obtained by requiring the staff 
accountant to turn in a complete report may be unsatisfactory, 
and much of the material may have to be rewritten, the effort 
on the part of the accountant has probably clarified his thoughts 
on the various subjects and it has certainly assisted in his de- 
velopment. 

In most cases, it is desirable that the report be prepared in 
the office where the audit work is done, rather than in the ac- 
countant’s office. This is especially important when the work 
location is in a different city. Preparation of the report in the 
client’s office is conducive to limitation in the volume of working 
papers, which is generally desirable. If an accountant is going 
to prepare the report in a different place, he must provide in his 
papers all the information which he thinks he may possibly use, 
whereas if the report is prepared at the work location, the 
volume of the papers can be minimized and any additional 
information that the accountant may need will be readily avail- 
able. There have undoubtedly been cases where accountants 
writing reports in their own offices have thought of something 
that they might have put in the report but, in the absence of 
full information, have omitted mention of it. 

It is very important that the report be prepared immediately 
upon the conclusion of the audit work, so that the accountant 
will have all the facts fresh in his mind. It is next to impossible 
for an accountant to retain the atmosphere of an engagement 
sufficiently to do justice to any but the simplest requirements 
after he has worked on one or two other engagements. 

In most cases it is desirable to review the draft of the report 
with the client, at least as to its salient features, before rendering 
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the report. This review may be merely an informal discussion, 
but should bring out anything of major importance that the 
accountant intends to include in the report. The review with 
the client may be made by the accountant or by the principal, 
and before or after the editing of the report. Perhaps as a rule 
it should be made by the principal, usually accompanied by the 
accountant, after the report is edited. This review will furnish 
a very desirable opportunity for contact with the client, enabling 
the client to suggest any desired amplification of the report and 
to obtain the informal views of the principal or the accountant 
on any subject connected with the business. 

It is especially desirable to review the draft of the report with 
the client when it is intended that the report shall include crit- 
icisms or recommendations of changes of any consequence. 
There are many cases where an informal discussion like this has 
resulted in the amicable settlement of disagreements between 
the accounting firm and the client and has obviated considerable 
future difficulties. Further, a meeting of the principal and the 
client for this purpose has a very important psychological aspect 
in that it tends to avert any impression on the part of the client 
that the engagement has been executed mechanically, which is 
a vital consideration in the case of large accounting organiza- 
tions. If it is impracticable to discuss the report with the 
client before typing, it is usually desirable to do so afterward. 

Now to consider the editing of reports, or reviewing, as it 
will be called. Every report should be reviewed, no matter who 
writes it. In other words, if one partner in an accounting firm 
writes a report himself, it is desirable that he have another 
partner review it. The best practitioner is likely at times to 
become so absorbed in a subject that he may express a thought 
in such a way that it is understandable to no one but himself— 
and perhaps not to him after it gets cold. 

The work of the reviewer should have a three-fold purpose: 
to do justice to the engagement, to protect his firm or himself 
and to encourage, and thus develop, the accountant who has 
written the report. Whenever practicable the report should be 
reviewed in the presence of the accountant who has written it. 
When this is done, the reviewer is able not only to obtain explana- 
tions where desired, but also to give the accountant the benefit 
of his review. Of course, a staff accountant may be required to 
read his report after it has been reviewed, or may voluntarily do 
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so, and thus be advised of the changes that have been made by 
the reviewer, but that falls far short of being as satisfactory as 
the reviewer's sitting down with the accountant and discussing 
the changes with him at the time they are made. 

The reviewer should be tactful in criticizing the report as 
prepared by the accountant. As previously stated, the account- 
ant should be encouraged to assume responsibility for and take 
pride in his work. To this end, nothing should be done to dis- 
courage the accountant’s initiative. The reviewer should be a 
good practical psychologist. He should recognize that all per- 
sons can not be treated alike. A critical remark that would be 
taken by one person as a stimulus to improvement would have 
the effect of discouraging another person. The reviewer's 
method of approach to the accountant may result in either of 
two diametrically different reactions: it may bring about a free 
discussion and the voluntary disclosure by the accountant of 
information which might well have been put in the report, or 
other pertinent facts; or, on the other hand, the highly undesir- 
able effect may be produced of making the accountant uncom- 
municative by engendering in him a spirit of antagonism, or at 
least repressing his natural disposition to full codperation. The 
reviewer should always encourage discussion of the report by 
the accountant, even to the extent oftentimes of being bored to 
distraction by a recital of irrelevant details. All this is con- 
ducive to obtaining results which will be beneficial to the client 
whom the accounting organization has undertaken to serve. 

There are few persons who express the same thought in exactly 
the same manner, and very often there are several satisfactory 
ways of saying the same thing. Accordingly, it is unwise for 
a reviewer to insist upon having thoughts expressed in a report 
precisely as he would express them himself. Text matter in 
reports should, of course, be well written. While some consider- 
ation may be given to the characteristics of the persons for whom 
the reports are prepared, as a rule it is desirable for the expres- 
sion to be such as to appeal to a cultured person. This does not 
mean that the reports should be masterpieces of English expres- 
sion and evidences of great erudition, but that they shall have 
the right tone, be free from grammatical errors and ambiguities, 
and generally be easy to read. If the report as written by the 
accountant qualifies in these respects, it is a wise policy for the 
reviewer to make no changes. The work of the report reviewer 


I2!I 








The Journal of Accountancy 








in an organization should not be such that it may be said of him 
that he is disposed to leave nothing in the reports as written but 
the headings. 

The function of the reviewer, in short, is to bring his presum- 
ably superior knowledge into play with respect to all phases of 
the report, technical and otherwise, but merely as supplementing 
the work of the accountant in charge of the engagement who has 
written the report. While the reviewer, as stated, should allow 
a great deal of latitude to the staff accountant, his work should 
not, on the other hand, justify the imputation that he is merely 
a polisher—in other words, that he is concerned only with giving 
the report a good appearance. 

In connection with the review of the report, it is desirable also 
to review the working papers. The reason for doing this is not 
only to see that the audit work has been done properly, but also 
to discover any information buried in the working papers that 
may have a bearing upon the report but has not been recognized 
by the accountant as such. The review of the working papers 
in the presence of the accountant has very great educational 
value and is one of the most important things to be done in 
controlling the staff. 

The procedure which may best be followed in the majority of 
cases in the review of reports will now be discussed. First, the 
reviewer should ascertain, or should consider again, the purpose 
of the engagement, upon which depends largely the substance, 
and perhaps also the form, of the report. He should also con- 
sider the characteristics of the individuals who will read the 
report, and in some cases the facts with regard to the necessity 
or appropriateness of including in the report statistical data and 
other matters of an informative character. In short, he should 
determine, so far as practicable, what should properly be in- 
cluded in the report for the client’s information and perhaps for 
the accountant’s own protection, and any special form that 
seems to be called for in the particular case. 

If there has been a previous engagement to examine the same 
accounts, it is well next to read the report on that engagement. 
Frequently this will disclose important matters that need to be 
considered in connection with the report under review. 

The next step is to give attention to the formal assertion in 
the report as to what has been done—that an audit or exami- 
nation has been made for a certain period, or as of a certain date, 
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or covering certain specified features of the accounts or affairs 
—and what statements and text matters are rendered as exhibit- 
ing the results of the work. It is, of course, necessary that in 
the opening paragraph of the report the scope of the work shall 
be clearly stated. It is also desirable to state in some way 
specifically what is included in the report. 

Assuming that a complete audit has been made, or at least 
one involving the preparation of financial statements, the next 
step is to review those statements. There are two things to be 
considered in connection with the statements: that they are such 
as to serve the client’s purpose, and that they are correct from 
the standpoint of accounting principle. It is, of course, necessary 
that the figures in the statements and in all other parts of the 
report be determined to be correct; ordinarily, however, that 
matter does not receive the attention of the report reviewer, but 
is attended to after the report is typed. 

Then the reviewer will give attention to the comments, if 
there are any. Comments, as all professional accountants know, 
are the most difficult part of the report, both to write and to 
review. It is impracticable to discuss the very large subject of 


comments at any length, but in general it may be said that the | 


comments should be limited to what is essential and what will 
at the same time meet the requirements of the client; that they 
should contain as few qualifications as possible and as much 
information as is practicable and appropriate in view of all con- 
ditions. When there is anything particular to be told it should 
be presented as concretely as possible. Every practicable effort 
should be made to assist the reader in arriving at conclusions. 
Although the limitations of this paper preclude extensive dis- 
cussion of the subject matter of comments, it may not be out of 
place to present a few general observations regarding the treat- 
ment of subjects which have no direct bearing upon the items of 
financial statements. Professional accountants have failed to 
recognize or at least to avail themselves of many of their oppor- 
tunities of furnishing in their reports valuable information with 
respect to the general aspects of the business whose accounts 
are audited. Among the features to which this applies are the 
somewhat ordinary matters such as insurance in force and the 
adequacy or deficiency thereof as protection to the business, 
unfilled orders and contracts in force, and defects in the account- 
ing system. Perhaps the greatest field of usefulness which the 
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accountant is prone to overlook is the opportunity to serve the 
client by furnishing information in the form of analysis and 
interpretation of financial statements and business advice. 
Among the many matters that may be commented upon in this 
connection are: the progress of the business with respect to 
profits and liquidity of assets, investments in merchandise and 
receivables in relation to the volume of business done, compari- 
son of the various features of financial condition and operations 
with those obtaining in similar industries; possible need of new 
capital or the desirability of capitalization or borrowing in a 
different form; office and factory organization and methods; and 
credit and collection methods. 

The reason why so few accountants’ reports contain advice to 
clients which may be utilized in the administration of the business 
is that those who are qualified to give such advice have not 
taken it upon themselves to do so, perhaps in the belief that the 
clients would not welcome an offer of assistance that was not 
specifically requested. Whatever the cause, professional ac- 
countants owe it to their clients and to themselves to cultivate 
the practice of assisting their clients in every possible manner, 
and it usually requires only a slight extension of the service con- 
templated by an audit to enable an accountant to marshal much 
interesting and valuable information which should be welcomed 
by his client. 

Next and last, attention should be given to the certificate, if 
any is called for. In the certificate the whole report is summed 
up, and it seems well for the reviewer to consider all other parts 
of the report before he undertakes to pass upon the certificate. 
It may be said incidentally that in perhaps most reports on 
audits, as distinguished from special examinations or investiga- 
tions, a definite certificate is called for, especially if the report 
is to be used for banking purposes. 

In concluding these few remarks, it may be emphasized that 
it is only by thorough coédperation of the staff accountant and the 
reviewer that satisfactory reports can be produced. 
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Fetish of the Calendar as a Fiscal Year* 
By GLADSTONE CHERRY 


The word ‘‘fetish,” according to Webster, means ‘‘A material 
object, whether natural, as the tooth or claw of an animal, or ar- 
tificial, as a carving in wood or bone supposed to possess mag- 
ical powers capable of bringing to a successful issue the designs of the 
owner’’, etc. This, however, is the meaning of the word when 
used in describing the lives, customs, religions, superstitions, etc., 
of primitive man or of the still uncivilized peoples of the earth, 
who, due to the undeveloped state of their minds, were unable to 
reason out things for themselves and, therefore, in their simplicity 
believed that certain symbols meant the sure accomplishment of 
certain desired results. But in its modern application to the af- 
fairs of the now enlightened world, I am told it has come to mean 
exaggerated or erroneous importance atiached to anything. So with 
this simple present-day understanding of the word ‘‘fetish” 
before us, let us see what evils rather than virtues have resulted 
from the erroneous importance unthinkingly given to the calen- 
dar year by so many people. 

Naturally, the first aspect of the question that will occur to one 
is that of the public accountant who, because most business people 
operate on a calendar-year basis, has a large part of his work 
crowded into the first three or four months of the year. But the 
matter is one of great importance, not only to the public account- 
ant, but also to the banker, the government, and to business men. 
Let us, therefore, view the situation from these different stand- 
points and see what effect this general practice of closing on Decem- 
ber 31st, instead of on a more appropriate date, has on each, 
Although I have mentioned the public accountant first and his 
clients last, I propose to reverse this order in my remarks, for the 
reason that the solution of the problem, clearly, will be dependent 
upon what action business houses can be influenced to take. If 
they can be brought to realize the importance of this matter and 
will act accordingly, the others interested will automatically be 
benefited. 


sont paper read at the annual meeting of the American Institute of Accountants, September, 
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BusINEss HouUsEsS 


Aside altogether from the effect the existing condition has on 
the government, the banker and the public accountant, the busi- 
ness man who does not stop to consider what is the most appro- 
priate time for him to take stock, close his books, and prepare his 
financial statements is only doing himself an injury and an in- 
justice. Generally speaking, I would say that a date from thirty 
to sixty days after the heaviest selling period should be the one 
selected. The inventory should then be at its lowest level and 
can be taken with greater ease, less expense and fewer possibil- 
ities of errors than at any other time. The manufacturer’s in- 
ventory should be in its most liquid form, i. e., his completed mer- 
chandise and work-in-process should be in such a condition that 
he will be able readily to determine whether he has been operat- 
ing conservatively or has been over-producing. By selecting 
such a date, time will be made available in which to collect on the 
sales made during the heavy selling period and the returns can be 
used to reduce liabilities toa minimum. The balance-sheet will 
then show the most favorable ratio of current assets to current 
liabilities; and at the same time the various elements comprising 
the current assets will be in the best proportion, in that cash will 
be high and inventory low. 

With the affairs of the company in their most liquid form a 
better understanding of how the business has been operated and 
whether or not wisdom has been exercised by the executives can 
be obtained. There is during a period of twelve months a zero 
point in almost every business, and if stock be taken and state- 
ments drawn up at that time the results should prove more than 
at any other period whether or not proper diligence has been 
used in planning ahead. 

It is a simple matter to make the change. All that is necessary 
for those who do things “‘according to Hoyle” is for the stock- 
holders to pass a resolution to have the year end on the date de- 
termined as the most appropriate for their class of business. So 
far as tax reports are concerned all the taxpayer has to do is to 
notify the commissioner of his change sixty days before he wishes 
to file his report and he will in due course receive permission. He 
will then make a return for the broken period and pay the tax, 
and the law specifies how this tax is to be calculated. Each year 
thereafter he will report for a full twelve-month period in the 
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same way as he did when he closed his books and reported for the 
calendar year. 

With everything to gain and nothing to lose, I am sure it would 
not be a difficult task to make the business men of the country, 
who, apparently, have attached so much over-importance to the 
calendar year, see the error of their ways and toget them to change 
to a fiscal-year basis that will be most suitable to their individual 
businesses, i. e., their natural business year. I have not given any 
thought to how this is to be done, but the matter is of such vital im- 
portance toso many people that some prompt and concerted action 
should be taken to bring it forcibly to the attention of the public. 


THE BANKER 


A few words will suffice to emphasize the effect the popularity 
of the calendar year has on the banker. When the customer of 
the bank closes his books and prepares his report for the year he 
sends a copy, certified or uncertified, to his banker. These re- 
ports go to the credit departments where they are reviewed and 
filed. From these reports statements are prepared for the bank’s 
information. The result is that the credit departments of banks 
are over-crowded with work during the first two or three months 
of the year that could better, for all concerned, be distributed 
throughout the year. Officers of banks and discount committees 
are placed in the same position because the customer usually ac- 
companies his report with a request for credit for the ensuing year. 

In explaining the banker’s views on this subject, I can not do 
better than quote from a letter received from Walter Kasten, 
president, First Wisconsin national bank of Milwaukee. Mr. 
Kasten says in part: “I thoroughly agree with those . . . who 
are endeavoring to bring about more generally the use of the fiscal 
rather than the calendar year. From the banker’s standpoint 
there is no advantage in the present practice which is not offset 
many times by the change desired. The congestion of business 
in January, February and March in the credit departments of the 
banks and the undue pressure brought upon the accounting 
houses during the same period do not work to the advantage of 
any one, while there is considerable unnecessary expense to com- 
mercial houses, due to the taking of their inventory when it is at a 
high point.” 

john H. Puelicher, president, Marshall & Ilsley bank, Milwau- 
kee, and past president of the American Bankers Association, 
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also writes on the same subject as follows: “Altogether regard- 
less of the fact that receiving all the statements at one time of the 
year congests the credit department of a bank, the desire for the 
best credit information would make us favor permitting business 
houses to close their books at that time of the year when their 
stocks, accounts and obligations have been most thoroughly liqui- 
dated and when the showing of their profits is real. The whole 
financial structure of our country is dependent upon the most 
accurate credit information which can be secured. Next to the 
biggest element, that of the character and ability of the personnel - 
of any organization, is the need for discovering the actual finan- 
cial condition of the organization. I can not conceive how this 
can be arrived at if statements are given at a time unfavorable to 
business, and it might lead to a curtailment of perhaps even neces- 
sary credit to any particular business.”’ 


THE GOVERNMENT 


Under the heading “government” are included both federal 
and state income-tax departments. I think it is fair to assume 
that the conditions obtaining in the credit departments of banks 
also apply to the federal and state income-tax departments. One 
only has to drop into any of the local offices of the internal rev- 
enue department and of the state tax commissioners to appre- 
ciate the strain under which these offices have to operate during 
January, February, March and April. A great quantity of extra 
help has to be employed during these months and it stands to 
reason that a large portion must be more or less inexperienced. 
Were this work distributed throughout the year, more uniform 
staffs could be maintained and the work performed more effi- 
ciently, with a resulting tremendous saving in expense. In this 
day and age when everyone is preaching economy in government, 
it seems to me that this is a matter that should appeal to both 
federal and state authorities. 


THE Pusiic ACCOUNTANT 


The excise-tax law of August 5, 1909, required corporations to 
report as of a calendar year, and that was when a great part of the 
trouble commenced. Many corporations which had previously 
been closing their books on dates other than December 31st 
changed to a calendar-year basis so as to avoid confusion in pre- 
paring their reports. I am afraid we can not do other than place 
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the blame on our lawmakers for creating an unnatural situation 
by imposing conditions that, in the light of later events, were 
admitted to be unnecessary. The 1913 income-tax law also 
emphasized the calendar year, but in small type there appears the 
provision that corporations may report as of a fiscal year provided 
they ask and receive permission within a specified period prior to 
the date as of which they desire to report—Sec. 2, sub-sec. G (c). 
The 1921 act gave still greater freedom to the taxpayer, but many 
corporations, either because of their unfamiliarity with every 
detail of these laws or because they wished to follow the line of 
least resistance, changed over from a fiscal to a calendar period, 
believing they would thereby avoid a great deal of trouble, not 
stopping to consider what effect this action was to have on their 
financial reports. I venture to say that eight out of ten people, if 
asked why they close their books on December 31st, would answer 
that they had to do so on account of being required to make up 
their income-tax reports as of that date. I am of the opinion that 
the general belief entertained by business men that they must 
report as of December 31st is the means of the great but erroneous 
importance that the calendar year has assumed in the minds of 
the public. They seem to have come to the point of thinking 
that a year is January 1st to December 31st and to have lost 
sight of the fact that, from the standpoint of their particular busi- 
ness, a year’s time might more appropriately fall between months 
other than January and December. 

It is conceded, I think by all, that the income-tax laws have 
been very largely responsible for the great impetus public account- 
ancy has experienced in the past few years, and for the attention 
that has been drawn to the services that the professional account- 
ant has to give, but unfortunately they have also been largely re- 
sponsible for the conditions under which this service has to be 
rendered. It is assumed that every member of the profession is 
striving to give to his clients that quality of service on which 
alone reputation and resulting success are built. To do this he 
must select his men carefully and after he has satisfied himself as 
to their ability he must retain their services whether he has work 
for them to do or not. What is the result? He is incurring ex- 
pense during the dull season for which he would not hesitate to 
criticize his client. But on the other hand, if he reduces his staff 
to a minimum, he is forced to be constantly augmenting his staff 
each winter with new men, so that a large portion of the staff at 
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these times must be drawn from a more or less floating element. 
If, however, the work of the accountant were more reasonably 
distributed throughout the year, a uniform staff could be main- 
tained; and a better class could be attracted to the profession if it 
were known that good men could be sure of steady employment. 

What about the young men who are coming forward every year 
from commercial schools and schools of accountancy? They have 
received their theoretical training, but they want the practical 
experience. During the busy season you are calling only for men 
with experience. You don’t want raw recruits, so the student 
has not much chance of being heard. On the other hand, when 
the dull season comes along you can’t afford to take on any new 
men to train because your first thought is to try to hold together 
the men you have found to be capable and worth keeping. So 
I am afraid that many of these young men who are starting out 
with ambitions of becoming public accountants are going to find 
their way into other fields of endeavor. The result as I see it, 
therefore, is liable to be that as practice increases the supply of 
men will decrease on account of the uncertainty of the employ- 
ment. 

Much more could be said on this subject from the public ac- 
countant’s standpoint, but you are all so familiar, as a result of 
practical experience, with the very disquieting conditions with 
which you have to contend in the pursuit of your profession that 
any elaboration on my part seems unnecessary. All I am at- 
tempting to do is to place the matter before you in a general way, 
with the hope that it will appeal to you strongly enough to have 
some concerted action started by the appropriate officers or com- 
mittees of the Institute to endeavor to have modified, to some 
little degree at least, the conditions that now obtain. 
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EDITORIAL 
PRS ty og It has remained for Mississippi, one of 
Mississippi th siden Past " 
Goes Forward e newest states in point of account- 


ancy legislation, to contribute to the 
progress of the profession a remarkable and beneficent pronounce- 
ment on the subject of ethics. The Bulletin of the American 
Institute of Accountants, published on January 15th, contains a 
full reproduction of the rules of conduct laid down by the Missis- 
sippi state board of public accountancy. The mere publication of 
these rules, however, is not sufficient. They are so far-reaching 
and their effect may be so helpful that special attention should 
be directed to several of their provisions. The fact that these 
rules have been promulgated by a recent recruit in the ranks of 
C. P. A. states seems to demonstrate the wide growth of high 
professional standards. A few years ago it would have been 
Utopian for any state to expect observance of such rules as those 
to which we refer. The profession was not ready for them; but 
today the rules are merely the latest development of an idea which 
is spreading rapidly through all sections of the country where the 
profession is known. It will be most interesting to watch the 
results which follow the utterance of the rules of Mississippi, and 
if it appear that they can be enforced—as we believe they can be— 
other states may give prayerful consideration to the desirability 
of following the lead of Mississippi. 


All that makes for the observance of the 
most rigid code of ethics makes also for 
the advancement of the entire profession 
of accountancy. One of the things which most clearly differen- 
tiate trade from profession is the nature of principles governing 
the activities of those who participate. Business men are adopt- 
ing with gratifying readiness the code of business conduct which 
should prevail in the relationship between buyer and seller and 
also between entities engaged in any branch of business. It is 
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one thing, however, to lay down a plan of business procedure and 
quite another to regulate a profession. For many years it has 
been recognized that different standards are to be expected of 
men whose vocation is a profession. One does not expect the 
physician or the lawyer to do many things which might be re- 
garded as perfectly proper in commerce. There have been 
accountants who have denied that their calling was a profession, 
and proof of their sentiments has generally been found in their 
own acts. The man who says that he is an accountant and is not 
a professional man is telling at least half the truth. He is not a 
professional man in any sense of the word. Whether he be an 
accountant or no is a question which need not be discussed. 
One of the great sources of strength of the American Institute of 
Accountants has been its gradual establishment of a code of 
ethics. At first the inhibitions were few, but they have increased 
in number from year to year, and today they cover most of the 
functions with which a professional accountant is concerned. 


Mississippi, however, has gone a step 
beyond even the Institute, and its rules 
of conduct are the most inclusive that 
we have ever seen laid down for any body of men of any profession 
whatsoever. The first rule reads as follows: 


Enlarging the 
Field of Control 


“ All holders of certificates as certified public accountants in Mississippi 
are required to be of good moral character. Any holder of such certificate 
from this board who shall be guilty of any continued or gross ry 
shall be deemed as guilty of unprofessional conduct; any holder of suc 
certificate issued by this board who is a habitual drunkard or a common 
gambler shall be deemed as guilty of immoral and unprofessional conduct.” 

There has been a feeling generally prevalent that so long as a 
man did his professional work in a professional way the question 
of his personal life outside had little bearing upon his standing. 
This new code of ethics, however, reaches out to prevent any pro- 
fessional accountant from a breach of the moral law. There are 
some who will say that this is a matter which does not concern a 
state board of accountancy; but most men are inclined to the 
belief that a notoriously immoral practitioner can scarcely be 
expected to refrain from breaking professional laws as well. 
A great manufacturing company whose products are found on 
every highway and byway has undertaken to investigate the pri- 
vate life of its employees, and the result is said to be altogether 
good. Why, then, should not a board of accountancy, charged 
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with the duty of regulating a profession, have something to say 
about how a man lives outside the precincts of his office? 


For the Honor The second rule has to do with the dig- 
of the State nity and honor of the state. It says: 


“The dignity and honor of the state of Mississippi is in the keeping of all 
holders of certificates as certified public accountants. The holders of certifi- 
cates issued by this board who practise as such certified public account- 
ants in other states or territories of the United States shall conform to the 
professional standards maintained or required by the board of account- 
ancy in such state or territory. The holders of such certificates issued by 
this board shall place themselves under the observation of the board of 
such state or territory of their practice. Any failure so to place them- 
selves under observation of the board of said state or territory of said prac- 
tice or any failure to conform to the professional standards by them re- 
quired shall be deemed as unprofessional conduct within the meaning of 
the Mississippi law.” 


Here we have a new note sounded. One hears much of the 
dignity and honor of the profession, but the reputation of a 
state issuing a certificate to an accountant is sometimes little 
considered. Mississippi says that its certificate holders must 
always conduct themselves in a way which will avoid discredit. 
It assumes with perfect propriety something of the title to rever- 
ence which one feels for his mother college. 


—— The third and fourth rules are concerned 
Employed with the certifying of statements and 
follow generally the phraseology of the 
American Institute of Accountants’ rules on the same subject. 
The fifth and sixth rules, however, are new. They require that 
the holder of a certificate shall neither employ nor be employed 
by anyone who refuses to adhere to the requirements of the board. 
They read as follows: 


“No holder of a certificate issued by this board shall have in association 
as a partner or continue as a member of his staff of employees any one who 
is not regularly engaged in the practice of public accountancy and whose 
practice is not in conformity with the standards of professional conduct 
otherwise herein required. The continued employment of any employee 
guilty of violation of any of these rules of professional conduct shall be 
deemed as enpocienionsl eobthett on the part of such employer. 


“No holder of a certificate as a certified public accountant issued under 
the authority of this board shall accept employment from or continue in the 
employ of any public accountant or firm of public accountants, whether 
domiciled in this state or in another state, if said employer or employers 
fail or refuse to conform to any of the rules of professional conduct here set 
forth or hereafter to be adopted by this board. Any continuance in such 
employment after notice by this board or complaint to this board with due 
notice to such employee shall be deemed as unprofessional conduct.” 
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It is not uncommon to hear accountants disclaiming responsibility 
for unprofessional acts of firms by which they are employed. It is 
almost convincing to be told that one is merely an employee with- 
out anything to say in the councils of a concern, and that although 
he frown upon the lack of ethics of his employer he is powerless to 
bring about reform. The board in Mississippi takes a different 
view of this question and insists that its certificate holders shall 
either clean house or move into new quarters. And, when all is 
said and done, this is not unreasonable. 


; The rules of the American Institute 
Consistency also . a 
Se Winenindind relative to commissions and the engage- 
ment in business other than professional 
practice are practically embodied in the seventh and eighth rules 
of Mississippi. The ninth expresses a basic principle of ethics 
which is recognized by all reputable accountants, although this 
seems to have been the first official utterance of it. It provides 
that the holder of a certificate shall not accept any employment 
which would conflict with the interests of any client, and that no 
engagement shall be undertaken which would be inconsistent or 
incompatible with a prior employment. 


Great efforts are being made to bring 
about by legislative enactment the right 
of an accountant to regard his communi- 
cations with his clients as “‘privileged.’” This has not been em- 
bodied in the law of Mississippi but the rules contain the follow- 


ing: 


Communications Must 
be Confidential 


“The secrets of any employer should be held inviolate. No holder of a 
certificate issued by this board shall divulge except under penalty of law 
and upon the demand of a court of competent jurisdiction, any fact or 
facts relating to the business of any client that may have been learned in 
the course of a professional relation to said client, except at the request of 
such client.” 

This rule should not be necessary, but experience indicates that 
no harm can be done by its definite promulgation. The idea is 


old. Hippocrates enunciated it. 


Now we come to one of the great sources 
of distress in the minds of some of those 
accountants who are in business, not in 
a profession. Nobody can criticize the commercial organization 
which employs salesmen, But again observe the difference be- 
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tween business and profession. Let us read the eleventh and 
twelfth rules of this most excellent code of Mississippi: 


“No holder of a certificate granted under the authority of this board 
shall solicit employment except at the request or su ion of some party 
interested in or connected with the business of the prospective client. 
Such prohibition shall in no way limit the right to accept any employment 
directly or specifically offered. 

“No holder of a certificate granted under the authority of this board 
shall employ any agent, representative, or solicitor to advertise or make 
contracts for audits, systems, etc.” 

A whole sermon might be written on the text contained in these 
two rules. It might be specifically addressed to that portion of 
the congregation which maintains “‘contract departments.” It 
might even penetrate to the minds of those persons in the back 
pews who employ solicitors—fortunately this is a shrinking section 
of the congregation. We should like to take the time and space 
to expound the doctrine at great length, and perhaps in some 
later issue it may be opportune to return to it. At the present, 
however, we simply draw attention to these rules and heartily 
congratulate the authors of them. 


pyrene There is also the question of advertising 

Also which has not escaped the attention of 

the friends in Mississippi. The rules on 

this subject are not quite so definite and therefore will not be so 

easily enforced as the rules of the Institute, but their intent is 

clear and it will rest with the state board to see that they are 

properly observed. Then follows a rule which deals with income- 
tax practice. It reads: 


“No holder of a certificate issued under the authority of this board shall 
conduct himself so as to come under suspension or disbarment by the com- 
mittee on enrollment and disbarment of the treasury department of the 
United States. Any holder of a certificate granted under authority of this 
board who shall be suspended or disbarred by said committee shall be 
deemed guilty of unprofessional conduct within the meaning of section 7 
of the Mississippi accountancy act.” 

This regulation is intentionally and justifiably severe. The man 
who merits discipline from the national government or its agen- 
cies should not be permitted to practise as a certified public ac- 


countant. 


Societies Are The fifteenth rule in the Mississippi 
Considered code reads as follows: 


‘No holder of a certificate issued under the authority of this board shall 
become a member of any professional society or other organization that 
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does not uphold and adhere to the standards of professional conduct herein 
recited or hereafter to be adopted.” 


There can be no reasonable objection to a requirement that an 
accountant shall restrict his society memberships to organizations 
founded upon ethical principles. Certainly the American Insti- 
tute of Accountants must regard with complacence any regula- 
tion of this kind. The rule sets a high standard of conduct which 
should be beneficial to the whole profession. These comments on 
the new rules of Mississippi are necessarily cursory, but every pro- 
fessional accountant will find it to his advantage and, if he be 
rightly inclined, to his rejoicing to read the entire code which, as 
has been said, appears in full in the Institute Bulletin. 


In The Accountant, London, of Decem- 
ber 6, 1924, there was a leading arti- 
cle entitled ‘‘Unprofessional Conduct” 
based upon the question whether or not a man was guilty of 
improper conduct in making known matters which came to his 
knowledge in the course of his professional work. The point is of 
interest to accountants everywhere and affords an apt illustration 
of the difference between a profession and a business, to which we 
have referred in foregoing paragraphs. The Accountant says that 
a profession ‘‘is the occupation of certain persons who, after long 
study, earn their living by placing the mental skill and knowledge 
acquired through study and experience at the service of the 
public. In course of time, as the number of practitioners of a par- 
ticular profession increases, there arises a tendency on the part 
of such persons to bind themselves together as a body united by a 
common object and common interests, with a view to mutual con- 
sultation, the interchange of ideas, and the furtherance of the 
interests of their profession. If they really love and believe in 
their profession, such a body will certainly strive to prevent 
incompetent persons from practising their art or mystery to 
the discredit and detriment of the profession as a whole and 
to the injury of the public at large, who might be misled by 
specious pretenders to knowledge. . . . Every fully organized 
profession must, for the protection of its own members and of 
the public, be formed into an esoteric body, membership of which 
can only be obtained on certain terms; and these members alone 
must have the right to practise the art or mystery peculiar to the 
profession.” 


What Constitutes 
a Profession 
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The article from which we are quoting 
supports the contention of the American 
Institute and of the Mississippi state 
board of accountancy that rules of conduct must be enacted and 
enforced. ‘‘It is essential,”’ says the writer, ‘that in any organ- 
ized profession, especially in those to which exclusive privileges 
have been given, the standard of conduct of the members them- 
selves should be maintained at a very high level; and therefore 
the ruling body of the profession must, as in the case of the council 
of the law society and the general council of medical education 
and registration, have the power to make regulations for the gov- 
ernance of the conduct of the members; which will be coupled 
with the power to say that certain actions, which might appear 
innocent in themselves, are unbefitting the conduct of members of 
the body, and amount to unprofessional conduct, which may 
result in the removal of the name of the offender from the profes- 
sional register.’’ In returning so frequently to a consideration of 
the principles of ethical conduct are we slaying the slain? It 
would be well if it were so, but until all members of the profession 
are thoroughly imbued with the highest professional idealism no 
apology can be needed for discussion of this most vital of ques- 
tions. 


Enforcement of 
Ethical Rules 


Reforms in a democracy almost always 
originate among the people. It is 
seldom indeed that the executive officers 
of a town or state, or even of the nation, are able to bring about 
the abolition of evils unless the people as a whole are aroused to 
a point of insistence upon change. As an illustration, consider 
the case of the congress which is to end unwept on March 4th. 
Here was a body, elected to represent public sentiment, which 
flew in the face of business judgment and repudiated the excellent 
suggestions of the secretary of the treasury in regard to tax amend- 
ments. The whole country was stirred and the voice of the people 
was heard in no unmistakable tones on November 4th. The 
public demands a sensible and practicable alteration of the nature 
and extent of federal taxation. Ina much smaller way, and yet a 
way that is important to all the country, taxpayers are awaking 
to the fact that their money is frequently grossly wasted. They 
are beginning to demand that for a dollar expended there shall 
be a dollar’s worth received. To this end they begin to insist 
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that the administration of public funds shall be subject to the 
most searching scrutiny and that safeguards shall be set up which 
will prevent the wilful misdirection of expenditure. For exam- 
ple, at the western states taxpayers’ conference in San Francisco 
last October the following resolution was adopted: 

“Whereas, taxpayers are entitled to receive full value for every dollar 
expended in public administration and should be guaranteed such safe- 
guards as will best aid in the achievement of that end, and 

“Whereas, the installation of adequate systems of accounts and of 
modern office methods should yield the same practical results in public 
office as in well organized private institutions, and 

‘Whereas, the installation of such methods should be followed by intel- 
ligent supervision and examination in order to guarantee the satisfactory 
operation of such system, and 

“Whereas, such supervision and examination should be conducted at 
regular intervals by men experienced in accounting; whose independent 
and impartial reports will be thoroughly enlightening to officials and tax- 
payers; and whose work will result in increased accuracy, efficiency and 
economy in public administration: 

“Therefore, be it resolved by the Western States Taxpayers’ Association 
that we favor the passing of laws in our respective states that will require 
periodic audits of the financial records of cities, counties and school dis- 
tricts, by accountants duly licensed by law.” 

The time may not have come for the introduction of legislation 
which will require independent audits of all commercial under- 
takings. The time really has come, in a sense, but whether it is 
possible to enact such legislation or not is another matter. There 
is, however, no reason to believe that such a resolution as that 
quoted may not be effective in any and every state of the union. 
It will doubtless be opposed by the professional office-holder or 
by a large part of him, but if the public insists, the fate may befall 
the man who obstructs such reform which befell many members 
of the unlamented sixty-eighth congress. Taxpayers of the west- 
ern states’ conference have said something which should be heard 


and heeded by taxpayers everywhere. 


A highly technical but none the less 
interesting accounting question is in- 
volved in a case before the supreme 
court of California in the matter of the 
estate of Abraham Gartenlaub, deceased. During the last few 
years trustees have been investing vast sums in securities at a 
discount and it has been expected that a suit would develop sooner 
or later involving the question as to whether trustees should from 
year to year adjust such discounts, as fairness and equity to a life 
tenant require adjustment. It is said to be the practice among 
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trust companies and banks to adjust premiums, but not to adjust 
discounts, andit seems that in this they may be guilty of unfairness 
to the life tenant. Now the question has come before the court 
and a decision which will establish a precedent will shortly be 
rendered. The briefs submitted by appellant argue for the ad- 
justment of discounts and emphasis is laid upon the pioneer 
nature of the case. 
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EDITED BY STEPHEN G. RusK 


SUMMARY OF RECENT RULINGS 


Reasonable extra compensation to officers and employes agreed upon by the 
directors before the end of the taxable year was allowed as a deduction by the 
corporation. (U.S. board tax appeals decision No. 27, docket 59.) 

In determining the value in use for the purpose of amortization deduction, if 
the amortizable facilities . . . are not useless under post war conditions but are 
in actual and economic use to their full normal capacity the value in terms of 
use is not reduced. (I. S. 2101.) 

An information return is required as to dividend payments made by a cor- 
poration this year, where amounting to $500 or more. (T. D. 3645.) 

Injunction to restrain publication of taxpayer’s return by collector denied. 
(U. S. district court, northern district of Ohio, in Beavis v. Rechain} 

The commissioner may grant an extension of time for filing returns of income 
under 1924 act, if application therefor is made before the date prescribed by 
law for filing the return, whenever in his judgment good causes exist. (T. D. 
3649 revoking T. D. 3284.) 

A grant of mineral rights by the government to the discoverer of mineral on 
government domain was held to be a gift in the case of U. S. v. Hurst. (U.S. 
district court, district of Wyoming.) 

New York estate tax is deductible by the estate for federal income-tax 
purposes. (Keith v. Johnson, U. S. circuit court of appeals, second circuit:) 

Inte:est at rate of one per cent per month for delinquent taxes held not to be a 
penalty. (Heyward, Trustee v. U. S. Court, decision by U. S. circuit court of 
appeals, fifth district.) 

Mandamus proceeding to compel admission to practice before U. S. board of 
tax appeals dismissed, it being held that the board has the right to make its 
own rules regarding admission to practice. (Supreme court of the District of 
Columbia yo my 

Cost of transportation of an individual living at distance from his place of 
business is not deductible, nor is the operating cost of an automobile used for 
such transporation. (U.S. board of tax appeals, decision 48, docket 249.) 

U. S. board of tax appeals has jurisdiction to determine appeals involving 
deficiences of tax arising from application of sections 327 and 328 of the revenue 
acts of 1918 and 1921. 


TREASURY RULINGS 
(T. D. 3658, December 20, 1924) 
Income tax—Coéperative assoctations 
Article 522 of Regulations 65 amended 


Article 522 of regulations 65 is hereby amended to read as follows: 


ART. 522. Codperative associations—(a) Codperative associations, acting as 
sales agents for farmers, fruit growers, live-stock growers, dairymen, etc., or 
engaged in the marketing of farm products, and turning back to the producers 
the proceeds of the sales of their products, less the necessary operating expenses, 
on the basis of the produce furnished by them, are exempt from income tax and 
shall not be required to file returns. Thus codperative dairy companies, which 
are engaged in collecting milk and disposing of it or the products thereof and 
distributing the proceeds, less necessary operating expenses, among the pro- 
ducers upon the basis of the quantity of milk or of butter fat in the milk fur- 
nished by such producers, are exempt from the tax. If the proceeds of the 
business are distributed in any other way than on such a proportionate basis the 
association does not meet the requirements of the statute and is not exempt. 
The accumulation and maintenance of a reasonable reserve for depreciation or 
possible losses or a reserve required by state statute or a reasonable sinking fund 
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or surplus to provide for the erection of buildings and facilities required in 
business, or for the purchase and installation of machinery and equipment, or 
to retire indebtedness incurred for such purposes, will not destroy the exemp- 
tion. An association organized to act as a sales agent for farmers, or to market 
coéperatively the products of the farm, and having a capital stock on which it 
pays a fixed dividend not exceeding 8 per cent per annum or not exceeding the 
legal rate of interest in the state in which it is incorporated, and in which 
substantially all of the outstanding capital stock is owned by actual producers, 
will not for such reasons be denied exemption, but any ownership of stock by 
others than actual producers who market their products through the association 
must be satisfactorily explained in the application forexemption. In every such 
case the association will be required to show that the ownership of its capital 
stock has been restricted as far as ible to actual producers, and that the 
association has not voluntarily sold or issued any stock to nonproducers. 
Thus, if by statutory requirement all officers of an association must be share- 
holders, the ownership of a share of stock by a nonproducer to qualify him as an 
officer will not destroy the association’s exemption. Likewise, if a shareholder 
for any reason ceases to be a producer and the association is unable, because of a 
constitutional inhibition or other reason beyond the control of the association, 
to purchase or retire the stock of such nonproducer, the fact that, under such 
circumstances, a small amount of the outstanding capital stock is owned by 
shareholders who are no longer producers will not destroy the exemption. 
The restriction placed on the ownership of the capital stock of an exempt co- 
operative association shall not apply to temporary stock sold or issued solely 
for the purpose of providing necessary working capital or acquiring propert 
which is required for the conduct of the association’s business, rovided suc 
stock is not entitled or permitted to participate directly or indirectly in the 
profits of the association, upon dissolution or otherwise, beyond the regular 
fixed dividends, and is issued with an express provision for its early redemption 
or retirement with funds to be obtained, for example, by the ndeuanaat sale 
of stock to actual producers, to the end that the producers may as oney 
as possible become the sole owners of the capital stock. The issuance of suc 
temporary stock to non-producers will not be grounds for denying exemption 
so long as the voting control in the association is retained by shareholders who 
are actual producers. 

(b) Codperative associations organized and operated as purchasing agents 
for farmers, fruit growers, live-stock growers, dairymen, etc., for the purpose of 
buying supplies and equipment for their use and turning over such supplies and 
equipment to them at actual cost, plus necessary operating expenses, are also 
exempt. The provisions of paragraph (a) relating to a reserve, sinking fund, or 
surplus, and to capital stock, s all apply to associations coming under this 
paragraph. 

In order to be exempt under either (a) or (6) an association must establish 
that it has no net income for its own account, other than that reflected in a 
reserve, sinking fund, or surplus specifically authorized in paragraph (a). An 
association acting both as a sales and a purchasing agent is exempt if as to each 
of its functions it meets the requirements of the statute. 


(T. D. 3660, January 3, 1925) 
Income tax—Articles 305, 401, 421, and 422, Regulations 65, amended 

Articles 305, 401, 421, and 422 of regulations 65 are hereby amended to read 
as follows: 

ArT. 305. Date determining exemption.—(a) The status of the taxpayer on 
the last day of his taxable year determines his right to the exemption and credits 
allowed by articles 304 and 306. If he is then the chief support of a dependent 
who is under 18 years of age, or is incapable of self-support because mentally 
ro defective, the credit for dependents allowed in article 304 may be 
taken. 

(b) The credit allowed by subdivision (c) of section 216 to a single person, 
a head of family, or a married person living with husband or wife, will, in case 
the status of the taxpayer changes during the taxable year, be prorated accord- 
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ing to the period during which the taxpayer occupied each status. The credit 
for any taxable year in such a case will thus be the sum of (1) an amount which 
bears the same ratio to $1,000 as the number of months the taxpayer was single 
bears to 12 months plus (2) an amount which bears the same ratio to $2,500 
as the number of months during which the taxpayer was a married person living 
with husband or wife or was the head of a family bears to 12 months. A frac- 
tional part of a month will be disregarded for this computation unless it amounts 
to more than one-half month, in which case it will be considered to be a month. 

Example.—A, who had been single during the preceding months of 1924, 
married B on July 20 and lived with her during the balance of the year. Jf 
a joint return is made by A and B on a calendar-year basis for 1924, the personal 
exemption will be $2,208.33—that is, 7s of $1,000 for A while single, plus ;'s of 
$1,000 for B while single, plus #5 of $2,500 for the period during which they were 
married. If separate returns are made by A and B on a calendar-year basis for 
1924, each may claim a personal exemption of $1,104.16; that is, #5 of $1,000 
plus \% of #s of $2,500. In the latter case the joint exemption, or #5 of $2,500, 
may be taken etther by A or B, or divided between them. 

(c) If an individual dies during the taxable year, his executor or administra- 
tor in making a return for him is entitled to claim his full exemption according 
to his status at the time of his death. See also section 219 (c) of the statute and 
articles 341-347. Ifa husband or wife so dies the joint personal exemption may 
be used by the executor or administrator in making a return for the decedent, 
and an undiminished personal exemption, according to the status of the sur- 
vivor at the end of the taxable year, may be claimed in the survivor’s return. 

Art. 401. Individual returns.—For each taxable year every single person, 
whose gross income as defined in section 213 of the statute is $5,000 or over, or 
whose net income as defined in section 212 of the statute and articles 21-26 
is $1,000 or over, must make a return of income. The return shall be for his 
taxable year, whether calendar or fiscal. Whether or not an individual is the 
head of a family or has dependents is immaterial in determining his liability 
to render a return. A husband and wife living together for the entire year must 
make returns if their aggregate gross income for the taxable year is at least 
$5,000, or their aggregate net income is at least $2,500. If their aggregate net 
income for the taxable year is $2,500 or more, or their aggregate gross income is 
$5,000 or more, either each must make a return, or the income of each must 
be included in a single joint return. A husband and wife living together for a 
period which is less than the entire taxable year must make a return if their aggre- 
gate gross income for the taxable year is $5,000 or more, or their aggregate net income 
1s equal to, or in excess of, the credits allowed them by section 216 (f) (2). See 
article 305. Where the income of each is included in a single joint return, the 
tax is computed on the aggregate income and all deuctions and credits to which 
either is entitled shall be taken from such aggregate income. The husband 
shall include in his return the income derived from services rendered by the 
wife or from the sale of products of her labor if she does not file a separate return 
or join with him in a return setting forth her income separately. For returns 
by partnerships see section 224 and articles 411 and 412; by fiduciaries see 
section 225 and articles 421-425; and by corporation see sections 239 and 240 
and articles 621-625 and 631-638. See also section 227 and articles 441-446. 

ArT. 421. Fiduciary returns.—Every fiduciary, or at least one of joint fidu- 
ciaries, must make a return of income (a) for the individual whose income is in 
his charge, if the gross income of such individual is $5,000 or over, or if the net 
income of such individual is $1,000 or over if single, or if such individual is married 
and was living with husband or wife for the entire taxable year and the aggregate 
gross income of both husband and wife is $5,000 or over, or the aggregate net income 
of both husband and wife is $2,500 or over, or if such individual 1s married and was 
living with husband or wife for a period less than the entire taxable year and the 
aggregate gross income of both husband and wife is $5,000 or over, or the aggregate 
net income of both husband and wife is equal to, or in excess of, the credits allowed 
them by section 216 (f) (2), or (b) for the estate or trust for which he acts if the 
net income of such estate or trust is $1,000 or over, or if the gross income of the 
estate or trust is $5,000 or over, regardless of the amount of the net income, or 
if any beneficiary of such estate or trust is a nonresident alien. The return in 
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case (a) shall be on form 1040. In case (b) a return is required on form 1040 
with respect to any taxable net income of the estate or trust computed in ac- 
cordance with section 219 (b) of the statute and a return on form 1041 with re- 
spect to any income deducted under paragraph (2) or (3) of subdivision (b) of 
section 219. If a portion of the income of the estate or trust is retained by the 
fiduciary and the remainder is distributable or distributed to beneficiaries, 
both forms 1040 and 1041 will be required. See article 342. See article 425 
for returns in cases where any beneficiary is a nonresident alien. If the net 
income of a decedent from the beginning of the taxable year to the date of his 
death was $1,000 or more if unmarried, or $2,500 or more if married, or if his 
gross income for the same period was $5,000 or over, the executor or admin- 
istrator shall make a return for such decedent. See article 305. 

ART. 422. Return by guardian or committee.—A fiduciary acting as the guard- 
ian of a minor having a net income of $1,000 or more, or $2,500 or more, ac- 
cording to the marital status of such person, or having a gross income of $5,000 
or over, must make a return for such minor on form 1040 or 1040A and pay the 
tax unless such minor himself makes a return or causes it to be made. A 
fiduciary acting as a guardian or the committee of an insane person having an 
income of $1,000 or more, or $2,500 or more, according to the marital status of 
such person or having a gross income of $5,000 or over, must make a return for 
such incompetent on form 1040 or 1040A and pay the tax. 

For the purpose of determining the liability of a fiduciary to render a return 
under the provisions of the preceding paragraph in cases where the minor or the 
incompetent is married and was living with husband or wife during the entire 
taxable year, the aggregate gross income or the aggregate net income of both 
husband and wife must be taken into consideration. See article 401. If the 
individual for whom the fiduciary is acting as guardian marries during the tax- 
able year, a return must be made if the aggregate gross income of both husband 
and wife is $5,000 or over, or if the aggregate net income of both husband and 
wife is equal to or in excess of the credits allowed by section 216 (f) (2). See 
article 305. 
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[Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead readers to assume that they are the official solutions of 
the board of examiners. They are merely the expression of the opinions of 
the editor of the Students’ Department.] 


AMERICAN INSTITUTE OF ACCOUNTANTS 
EXAMINATION IN ACCOUNTING THEORY AND PRACTICE 


Part I—Continued 
No. 4 (25 points): 

You are engaged by the M Manufacturing Company—organized January I, 
1923—to audit its books for the calendar year 1923. You do the work the 
latter part of February, 1924, taking an inventory as of February 29, 1924, 
which is as follows: 


Twelve Jan. and 

months 1923 Inventory Feb. 1924 Inventory 
Article production Sales Dec.31,’23 production Sales Feb. 29,'24 
aie 70,000 60,000 10,000 4,000 8,000 6,000 
Ree 60,000 57,000 3,000 9,000 9,000 3,000 
Rie ae nees 25,000 22,000 3,000 5,000 7,000 1,000 
a 40,000 35,000 5,000 3,000 4,000 4,000 


Investigation discloses that the selling prices have remained constant, a 
discount of 20 and 10 being allowed from the list price with an additional 1% 
for cash in 10 days. 

The company has no cost system, but costs have been estimated by the 
factory superintendent who is vice-president of the company. Your check of 
the production costs and the sales discloses the following: 


Superintendent’s Your 
Article estimated cost corrected cost List price 
Peeinibaan cen ees $3.50 $4.50 $6.00 
De npidchin nt Gaauais a0 Ws 4.80 3.20 10.00 
_ Re 4.25 2.89 8.00 
even eee 2.00 3.50 4.00 


At a conference you explain to the officers that the estimated costs are 
incorrect because of errors in distributing factory overttead. They accept 
your corrected costs and change the list prices of A and D to $6.50 and $4.75 
respectively, effective March 1, 1924. 

The books of the company have been closed showing an operating profit of 
$32,654.80, for the year 1923, which was carried to surplus, the inventory of 
finished goods being priced at estimated cost. 

What changes, if any, would you make in the inventory? What effect 
would such changes have on the profit-and-loss statement? How would you 
show the inventory on the balance-sheet? Give reasons for your answers. 


Solution: 

The inventory should be priced at the lower of cost or market. The cost 
price to accept should be the corrected cost as determined by the accountant. 
The market value can not be determined on a purchase basis, but if the com- 
pany’s selling prices have been less, during January and February, or will be 
less after the increase in price effective March 1, than the cost, the inventory 
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should be priced at the selling price. In order to determine the costs and selling 
prices of the various articles the following table is prepared. 


TABLE OF COsTs AND SELLING PRICES 


Article Supt’s Correct List selling price—old List selling price—new 
est’d cost Gross Net Gross Net 
cost 

| ere $3.50 $4.50 $6.00 $4.32 $6.50 $4.68 

a, ae 4.80 3.20 10.00 7.20 10.00 7.20 

_ 4.25 2.89 8.00 5.76 8.00 5.76 

ee ee 2.00 3.50 4.00 2.88 4.75 3.42 


Reference to the foregoing table will show that the correct cost of article B 
is less than the net selling price. The same is true in regard to article C. 
Therefore these two items should be valued at the corrected cost. 

The cost of article A is greater than the old net selling price but less than 
the new net selling price. Therefore it would appear that article A should be 
valued at two prices. Of the 10,000 articles in the inventory at December 31, 
8,000 were sold during January and February at a net price of $4.32; therefore 
8,000 of article A should be valued at $4.32. (In fact, a smaller price would be 
even better, so as to allow a margin for expenses, etc., but there is no informa- 
tion which can be used as a basis for a further reduction.) The remaining 
2,000 articles, which will presumably be sold after March 1 at a profit amount- 
ing to the difference between the $4.50 cost and the $4.68 new net selling price, 
should be valued at $4.50. 

The correct cost of article D, $3.50, is in excess of the new net selling price as 
well as of the old net selling price. Therefore the 5,000 articles on hand at 
December 31 will be valued at the two selling prices. The 4,000 articles sold 
during January and February will be valued at the net selling price of $2.88 
applicable to sales of those months, and the remaining 1,000 articles will be 
valued at the increased selling price of $3.42. 

On the bases explained above, the inventory will be valued as follows: 


STATEMENT OF INVENTORY VALUATION 
Article A—10,000 units: 
8,000 articles sold during January and February, 
priced at the net selling price received during 
those months: 


Peer rere reer. $34,560 
2,000 articles still on hand at March 1, priced at cost: 
er eee 9,000 $43,560 





Article B—3,000 units: 
Valued at cost since the cost is less than either the old 
or the new net selling price: 
CG RI sw 6 fc aki cdencadbisens 9,600 
Article C—3,000 units: 
Valued at cost since the cost is less than either the old 
or the new net selling price: 
I Si RN eas hdc eeu sind 8,670. 
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Article D—5,000 units: 
4,000 articles sold during January and February, 
priced at the net selling price received during 
those months: 
I, ¢:ics aes sas cance era’ $11,520 
1,000 articles still on hand at March 1, priced at the 
net selling price effective after March 1, since 
this price is less than cost: 
8 rere 3,420 $14,940 





Ns oon ctu ede eeara ra eek osm nind eo Paoelokdede $76.770 


The change in the valuation of the inventory is computed as follows: 





Accountant's valuation (asabove)..............cccccsccceccces $76,770 
Company’s valuation: 
Article Quantity Estimated cost Extension 
indice dade ie dee 10,000 $3.50 $35,000 
PEE ee ee 3,000 4.80 14,400 
xs eae ee os 3,000 4.25 12,750 
Se saisOabees tie ten oo 5,000 2.00 10,000 72,150 
Difference $4,620 








This change in the inventory would affect the profit-and-loss statement by 
increasing the amount of the inventory and the amount of the net profit 
$4,620.00. It is assumed that the profit-and-loss statement showed actual 
costs of production during 1923 and not estimated costs. That being the case 
it would not be necessary to make any adjustments in the profit-and-loss 
statement in regard to production costs. 

The inventory should be shown in the balance-sheet in somewhat the 
following manner: 

Finished goods, priced at the lower of cost or net selling price $76,770 

In addition to the questions specifically asked, it may be noted that the 
company has perhaps made monthly closings during January and February, 
and if such closings have been made on the basis of inventory valuations at 
estimated costs the profits for these months have been erroneously computed, 
both by reason of the error in valuing the inventory at January I and by 
reason of errors in valuations at January 31 and February 29. 

No. 5 (25 points) optional: 

A lends B $1,000 for 8 years, interest 5%, payable annually. B pays A 
$50 per annum, interest, and provides a sinking fund by annual payments at 
interest dates to meet the principal of the loan at maturity. He is unable, 
however, to invest the sinking fund at a rate higher than 3%. 

(1) What is the annual cost of the loan to B? 

(2) If, in place of making these payments to the sinking fund, B pays the 
amount to A (who, also, is unable to invest these and other sfnall sums at a 
rate higher than 3%): 

(a) What difference does this make to A? Give reasons and proof. 
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(b) Show, in tabular form, how A should record these transactions on 
his books. 
Given: 
(1+1)*@3% = 1.266770“ 
(1+4)®@5% = 1.477455 + 
Solution: 
(1) What is the annual cost of the loan to B? — 
The annual cost is the sum of the annual contribution made by B to the 
sinking fund,.and the annual interest paid to A. This total is computed as 
follows: 


1.266770 (amount of 1 for 8 periods at 3%) —1 =.266770 (compound interest 
on I for 8 periods at 3%) 

.266770 + .03 =8.89233 (amount of annuity of 1 for 8 periods) 

$1,000 + 8.89233 = $112.46 (annual contribution to the sinking fund) 

$112.46+$50.00 (annual interest) = $162.46 (annual cost to B) 


(2) What difference does it make to A if B, instead of making the payments 
to the sinking fund, makes them to A (who, also, is unable to invest these 
and other small sums at a rate higher than 3%)? 

The answer to this question depends upon whether A credits the amounts 
received from B directly to the debt, thus reducing the amount on which B 
pays 5%, although A is able to earn only 3%. If A does this, the extinguish- 
ment of the debt would be tabulated as follows: 


Ce IIE a5 5. wc hee ea ee oe Coes Cae SR kw eee $1,000.00 
End of first year: 
NN ir zk SEES oN i 55 er eee 50.00 
i okie bs 6 RR Oe eee ee Chae $1,050.00 
Payment on principal and interest..............0.+.6- 162.46 
Bene GE ies o-+ 0 h.K 0.00 5 OK i bee eee $887.54 
End of second year: 
Re Pee ere hee eee eee tee iret 44.38 
THRE, 6 x.c.44o--dhskdde bade ace pile daaamnea ee $931.92 
Payment on principal and interest.................4+- 162.46 
ened BU, 6 5 ok ove ck 006 6s buen cmecgeneeeee $769.46 
End of third year: 
Rie 55 Fs Sac dae ee Arndae sd <ada eee 38.47 
Ee ee ee Rr ye ee ak $807 .93 
Payment on principal and interest.................06- 162.46 
is OE SERRUIODE oan 5 5.55 ae a 4 oe $645.47 
End of fourth year: 
POE. os. < ccd avn ccs nep shee ee ana abes oui 32.27 
Dems é. ik vn caus ckSoe hae ean whee ens + cect eae $677.74 
Payment on principal and interest..................5- 162.46 
nes GE III a 56s cXandedacesess ccaviedsaaen $515.28 
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End of fifth year: 


DE. at oP air Cae ee ous 66d eee meee eebeek an an 


EEE ES EE TT oe Ce Le 
End of sixth year: 
a ae anne rae Cree eg 


GORE COOTER COT ere 
End of seventh year: 
EE ae Smet ee Pees oe rere ee ee 


EE EPO Te OP eee eee 
End of eighth year: 
NL os dc krod apenas 0s Raares oes tae scahees eee 


$541 
162 


$378. 
18. 


$397. 
.46 


162 


$235. 


.76 


.04 
.46 


58 


93 


5! 


05 


-75 


. 80 
.46 


-34 


24 


.58 
.58 


If the debt were reduced in the manner indicated above, the difference to A 


would be an amount computed as follows: 


Under first plan: 
Eight annual interest payments of $50.00................. 
Interest earned thereon, assuming that A invested each $50 
as received and earned 3% thereon until the maturity of the 


obligation: 
Amount of annuity of $1 for 8 periods at 3% 

NN EE eg CCN OEE PE $8 . 89233 
ES ocd td demneevceecneeeeeee 50 
Amount accumulated by investment of inter- 

est received from B...¢.............000. $444.62 


Less interest received from B.............. 400.00 


Interest earned on money received from B as interest. . . 
NES akc ncdns scccasdenennkaeds Coameeee 
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= 
Under second plan: 
Seven payments of $162.46...............0.005- $1,137.22 
Interest earned thereon if invested at 3%: 
Since the last of these seven payments is received 
one year before the maturity of the debt, they 
constitute ah annuity due of seven rents, the 
amount of which is computed as follows: 
Amount of ordinary annuity of I 
for 8 periods (as above)....... $8 . 89233 
PS \ccccnpetiboendbectans I .00000 
Amount of annuity due of 7 rents $7.89233 
ec ie dukebnante 162.46 
Amount of annuity of 7 rents of 
See et rnp & $1,282.19 
Deduct sum of payments (as 
Ns 2. 0c is ceaedakeuon tan 1,137.22 
| SPER Pes Po eee etree Beer ore 144.97 
A SE. 5. 5 sss one aces ee beedateees 88.58 
BOS «bk 0 6Sa co cc awe tame Bhclks eee $1,370.77 
Excess of amount received by A under first plan over amount re- 
ceived by him under second plan .............200ceeeeeeeee $73.85 


It is not believed, however, that the examiners intended the problem to be 
solved in this way. That is to say, it is not believed that they intended A to 
apply all amounts received by A under the second plan in immediate reduction 
of the debt. In the first part of the problem the statement is made that B 
makes certain payments—$50.00 annually to A and an amount (found to be 
$112.46) to a sinking fund. These payments are made during each of eight 
years. The second part of the problem contains these words: “‘If, in place of 
making these payments to the sinking fund, B pays the amountstoA...” 
“These amounts” must mean eight payments of $112.46 in addition to the 
$50.00 interest, or eight payments of $162.46, and not seven payments of 
$162.46 and one payment of $88.58. In other words, if B is to make ‘‘these 
payments” to A, he will make eight annual interest payments of $50.00 and 
eight annual sinking fund payments of $112.46. That is to say, A will virtu- 
ally act as a sinking fund trustee for B, crediting him with the 3% interest on 
funds received from him. The 3% rate appears to be proper, for two reasons: 
first, that is all that A earns; and, second, if A credited B with interest at a 
higher rate (which is virtually what he would be doing if he reduced the debt 
in accordance with the table shown above), B would not make the same pay- 
ments in method 2 that he made in method 1, because the larger interest earn- 
ings would make possible a smaller total of sinking fund contributions. 
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On the assumption (which is regarded as the true one) that A credits B with 
3% interest on his sinking fund or debt amortization payments of $112.46, it 
is immaterial to A whether B follows method 1 or method 2, for in each case 
A will receive $50.00 annually as interest on the loan, and $1,000.00 at matur- 
ity in payment of the principal. In (1) he will receive the $1,000.00 from B 
at maturity; in (2) A will, at maturity, appropriate the trust fund which he has 
been accumulating for B. Therefore, at maturity, A (if he invests and accum- 
ulates at 3% all money received from B) will in either case have the following 
amount: 


Annual interest collection... ... 2.2.20. ccc ccceccce $50.00 
Multiply by amount of annuity of I................. 8.89233 
Accumulation from interest collections. .............. $444.62 
Add amount collected or appropriated in payment of 
NEE 2 45%. Bae ie <a a ae ora tk eee ene Cease 1,000.00 
iss Sonn greek kn ha ee oe avec haa we Oe ee poke $1,444.62 


A would record these transactions under method 2, as follows: 


Table of A’s entries 
Debit Credit Debit Credit 
Cash Interest Trust Fund B-Trust 
End of first year: 














ere $50.00 $50.00 $112.46 $112.46 
End of second year: 
Interest on funds—3%...... 1.50 1.50 3.37 3.37 
si iiss so wnamen 50.00 50.00 112.46 112.46 
Lo ate a anager aed $101.50 $101.50 $228.29 $228.29 
End of third year: 
Interest on funds—3%...... 3.05 3.05 6.85 6.85 
oe ee 50.00 50.00 112.46 112.46 
oS ec. cde daes $154.55 $154.55 $347.60 $347.60 
End of fourth year: 
Interest on funds—3%...... 4.64 4.64 10.43 10.43 
GN E's Fans Secale 50.00 50.00 112.46 112.46 
eee $209.19 $209.19 $470.49 $470.49 
End of fifth year: 
Interest on funds—3%...... 6.28 6.28 14.11 14.11 
Ra o.0 6+ aw wenens ee 50.00 50.00 112.46 112.46 
i ing a Sica cael $265.47 $265.47 $597.06 $597.06 
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Debit Credit Debit Credit 
Cash Interest Trust Fund B-Trust 
End of sixth year: 











Interest on funds—3%...... $7.96 $7.96 $17.91 $17.91 
eRe rea 50.00 50.00 112.46 112.46 
WOM once Kcaca dune $323.43 $323.43 $727.43 $727.43 
End of seventh year: 
Interest on funds—3%...... 9.70 9.70 21.82 21.82 
CO NTE Sib is oh cscesues 50.00 50.00 112.46 112.46 
5 Ee yy oe $383.13 $383.13 $861.71 $861.71 
End of eighth year: 
Interest on funds—3%...... 11.49 11.49 25.85 25.85 
= See ee 50.00 50.00 112.46 112.46 
ae, ee $444.62 $444.62 $1,000.02 $1,000.02 








At the end of the eighth year, A will make the following entries: 


SS og 6 dc tcp deen sd decd pep de ee $1,000.00 
BD (as ephnn CI ois os, a ics er hee wae $1,000.00 
To offset the liability to B for funds held in 
trust against the amount receivable from B at 
this time on account of loan to him. 


To transfer the cash held in a trust fund for B 
into the general cash. 


EXAMINATION IN ACCOUNTING THEORY AND 
PRACTICE—PART II 


No. 1 (24 points): 


Two public-utility companies, A and B, are owned and controlled by the 
same persons. Each company has an electric department, a gas department 
and a street railway (transportation) department. For managerial control, 
all sales between the various departments and the companies are billed so as 
to allow a 10% operating profit on sales to the selling department. In prepar- 
ing statements Sof earnings, the companies include in sales and expense the inter- 
departmental and inter-company transactions at billed 

You make an audit of the companies’ books and records for the year ended 
December 31, 1923, and find the statements of earnings from operations, sub- 
mitted to you, to be correct on the above basis. 

You are required to prepare a statement showing (1) the companies’ figures 
as presented herewith, (2) the sales, expenses and net earnings of each depart- 
ment of the two companies separately with the inter-departmental profits of 
the respective companies eliminated and (3) the consolidated sales, expenses 
and net earnings of the two companies, by departments, with inter-company 
and inter-departmental profits eliminated. 

ae — you prepare should show clearly how the final results are 
obtained. 
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The companies’ statements are as follows: 
Company B Company A 








Gross sales: 
Blectric department... .. 2... sce ccc c cece $8,000,000 $2,000,000 
Na aha Vids a. eatin oa 750,000 500,000 
Transportation department................ 1,500,000 750,000 
TL TE OT ee $10,250,000 $3,250,000 
Operating and maintenance expenses: 
Electric department............. de disiemminla $7,200,000 $1,800,000 
Glee Gapertmemt... «2... esc e ssc e ee ccceees 712,500 450,000 
Transportation department................ 1,485,000 742,500 





Total operating and maintenanceexpenses $9,397,500 $2,992,500 





Net earnings from operations: 





Blectric Gepartment....... 2... ccc c cet se $800,000 $200,000 
il ee cw ks ives wis male Sard 37,500 50,000 
Transportation department................ 15,000 7,500 

Total net earnings from operations... ... $852,500 $257,500 








The transactions between the departments during the year at the billed 
prices are as follows: 


Company B 
Electric dept., sold to gas dept., company B............... $40,000 
Electric dept., sold to trnsprtn. dept., company B........... 300,000 
Electric dept., sales of power and light for internal use of electric 
RE ER Bae PL a On ei ning <n 30,000 
Electric dept., sold to electric dept., company A............. 800,000 
Electric dept., sold to trnsprtn. dept., company A........... 50,000 
Company A 
Electric dept., sold to gas dept., company A................ $20,000 
Electric dept., sold to trnsprtn. dept., company A........... 100,000 
Electric dept., sales of power and light for internal use of electric 
SI Uso Hotascenckasscs seassbers chvimetatnns 15,000 
Solution: 


The first three columns in the following statement deal with company B’s 
figures. Column 1 shows the company’s statement; column 2 shows the ad- 
justments for the elimination of inter-departmental profits (deductions are 
marked*); column 3 shows the company’s statement after elimination of inter- 
departmental profits. 

Columns 4, 5 and 6, deal with the figures for company A in a similar manner. 

Column 7 shows the combined figures before elimination of inter-company 
transactions; the figures in this column are obtained by adding the related 
figures in columns 3 and 6. Column 8 shows the adjustments made in elimina- 
tion of inter-company transactions; and column 9 shows the consolidated 
statement after elimination of inter-company transactions. 

The problem states that the ‘“‘inter-company and inter-departmental 
profits” are to be eliminated. It is assumed that this implies the elimination 
of the sales as well, and the mere transfer of cost from one department to the 
other. 
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The entries in the elimination columns are explained in detail as follows, the 
inter-departmental and inter-company transactions being considered in the 


order in which they are stated in the problem: 


Company B: 
Electric dept., sold to gas dept., company B................. 
At. Deducts the selling price from the electric department 
sales, the cost (90%) from the electric department ex- 
penses, and the profit, $4,000, from the electric de- 
partment earnings. 


A2. Deducts the profit charged by the electric department 
from the expenses of the gas department, thus reduc- 
ing the amount included in the expenses of this de- 
partment to $36,000, and adds the $4,000 profit re- 
sulting from the adjustment to the gas department 
net earnings. 


Electric dept., sold to transportation dept., company B........ 
Br. Deducts the selling price from the electric department 
sales, the cost from the electric department expenses, 
and the profit, $30,000, from the electric department 

earnings. 


B2. Deducts the profit charged by the electric department 
from the expenses of the transportation department, 
thus reducing the amount included in the expenses of 
this department to $270,000 (the cost), and adds the 
$30,000 profit to the transportation department net 
earnings. 


Electric dept., sales of power and light for internal use of electric 
es IT Thx oe kk pe Ani g bsis PARES RAPE EWR OR DSA 
C. Eliminates this amount from the sales and the expenses 
of the electric department. The cost of producing 
the electricity has already been included in the ex- 

penses of the electric department. 


Electric dept., sold to electric dept., company A............... 

G. Eliminates the sales price from the consolidated sales 

and from the consolidated expenses of the electric 
department. 


Electric dept., sold to transportation dept., company A........ 
Hr. Eliminates the sales from the consolidated electric 
sales, the cost, $45,000, from the consolidated electric 
department expenses, and the profit from the con- 

solidated electric department earnings. 

D2. Reduces the consclidated transportation department 
expenses $5,000 (the profit added by the electric de- 
partment) and transfers this profit to the consolidated 
transportation earnings. 
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Company A: 
Electric dept., sold to gas dept., company A.................. $20,000 

D1. Eliminates the selling price from A's electric sales, the 
cost from the electric department expenses, and the 
profit from the electric department earnings. 

D2. Reduces the gas department expenses by the amount 
of profit taken by the electric department, and trans- 
fers this profit to the gas department. 


Electric dept., sold to transportation dept., company A........ 100,000 
Er. Eliminates the selling price from A’s electric sales, 
the cost from the electric department expenses, and 
the profit from the electric department earnings. 
E2. Reduces the transportation department expenses by 
the amount of profit taken by the electric depart- 
ment, and transfers this profit to the transportation 
department. 
Electric dept., sales of power and light for internal use of electric 
Gegt., COUGAR. es. 565 ke Shns 65-63 6 thse oo tenn 15,000 
F. Eliminates the billed price from the electric department 
sales and expenses, as the cost of producing the elec- 
tricity has already been included in the electric de- 
partment expenses. 


It will be noted that after making these eliminations the profit shown by the 
electric departments is no longer ten per cent of the sales of these departments, 
and consequently the cost is not ninety per cent of the sales price. This raises 
the question as to whether the cost of the electricity sold to other departments 
and other companies was actually ninety per cent of the billed price. It 
might appear that further adjustments should be made to take care of this 
point, but the problem is unequivocal in its statement that all sales between 
the various departments and the companies are billed so as to allow a ten per 
cent operating profit on sales to the selling department. Therefore it must be 
assumed that the profit is truly stated at ten per cent of the billed price, and 
that other rates of profit were made on sales to customers, thus accounting for 
the fact that the final profit after adjustments is not ten per cent of the net 
sales. 
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